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Lloyd's 
By WALTER MucKLOW 


‘‘A-I at Lloyd’s!”” Probably everyone reading these words has 
frequently used the phrase: probably few know its exact meaning 
and still fewer its origin. 

Both meaning and origin are to be found in a hefty but fas- 
cinating volume, recently published in commemoration of the 
opening of Lloyd’s new building in London, by Charles Wright, 
chairman of Lloyd’s Brokers Association, and C. Ernest Fayle, 
author of Seaborne Trade. 

The work clears up for the first time many points concerning 
which doubt or ignorance has existed, and to him who reads with 
any knowledge of London life as it was a couple of centuries ago, 
or with any imagination, it presents a series of picturesque 
sketches of men, of manners and of customs. It shows that 
although there may be some truth in the misquotation, “‘tempora 
mutantur, nos et mutamur in illis,” the changes in customs 
and in men are only superficial and the basic characteristics 
remain constant and unchanged. 

While many pleasant adjectives may be applied to the labors of 
accountants, it is seldom that these labors lead to the picturesque. 
For this reason, and also because accountants do enjoy state- 
ments of facts, I shall pick out some of the high lights in the pic- 
tures, for, even if one had the ability to tell them, the space of a 
magazine article will allow only brief glimpses of all the happenings 
described in a volume containing nearly five hundred pages and 
dealing with stirring events through two and a half centuries. 


BIRTH 


There is no doubt that Lloyd’s originated in Lloyd’s Coffee 
House, and that this house was originally owned by Edward 
‘“‘LLoyd.” There begins our story and there is the first departure 
from the usual, for while the peculiarities of English spelling 
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cause a few names to begin with two small letters, such as ‘‘ffrench”’ 
and ‘‘ffoulkes,’’ I know of no instance where a name begins with 
two capital letters except in the present case where ‘Edward 
LLoyd” appears to have been the life-long signature of ‘‘the 
coffee man,”’ as he was called. 

To see him clearly, we must picture the city of London as it was 
in the days of Charles II and Queen Anne. In commerce it led 
the world, for it had probably outdistanced its only rival, Amster- 
dam. It was the most populous city in Europe, boasting of a 
population of about half a million, most of whom were crowded in 
the city proper, which was about a square mile in extent. 

The streets, if judged by today’s standards, had every known 
defect and shortcoming: they were narrow, tortuous, irregular, 
roughly paved with cobblestones, gloomy by day and dark by night. 

Macaulay tells us that about 1685 an ingenious person by the 
name of Heming obtained a patent conveying to him for a term of 
years the exclusive right of lighting London. He undertook “‘to 
place a light before every tenth door, on moonless nights, from 
Michaelmas to Lady Day, from six to twelve of the clock.” 

In wet weather—and when is London dry?—puddles abounded 
and mud splashed on the clothes of the unwary from the wheels of 
every passing coach. In addition to the dangers underfoot, the 
pedestrian was subject to showers from above when a chamber- 
maid was attending to her duties. It is a matter of interesting 
conjecture to determine whether the perils of the pedestrian of 
those days, of which histories say so little, were much less than 
they are in the present day of motor cars. Added to these dan- 
gers were those arising from such wild bands as the Mohocks, 
composed of young men of family, which infested streets at night 
and enjoyed inflicting discomfort and humiliation upon peaceful 
citizens and the watch. 

We must remember, too, that most of the professional men and 
merchants lived over their offices, a practice which prevailed to 
some extent in my own boyhood, for I well remember that the 
square in which I was born was surrounded by tall houses, the 
ground floors of which afforded office room for professional men 
who lived in the upper five or six stories and subsequently moved 
to Brook street or Harley street where they continued to live in a 
similar manner. 

From these tall houses fronting on narrow streets issued, during 
the morning, the merchants—those whom we are now considering 
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and of whom there appear to have been some 1,700 or 1,800. 
Hale, healthy men as a rule, clad in clothes of many a hue de- 
scribed by Pepys and pictured by Hogarth, they made a leisurely 
way to the exchange to learn quotations and market news, the 
price of cochineal and indigoes at India House, what ships were 
sailing for Jamaica, and what seizures the corsairs had made. 

One can imagine Samuel Pepys strolling in with a genial face, 
a pompous manner and a fine coat, and passing the time of day 
with his cronies. He tells us of a scoundrelly master in 1663 
who smeared butter over tubs of lard and insured them for five 
or six times their value, and for whose smartness it is to be feared 
Pepys had admiration. The description is not dissimilar to 
frauds of today, especially those which occurred after the close of 
the great war. 

Up to the early Stuart days the taverns had been the recog- 
nized meeting places, but they became noisy and fell into some 
disrepute, as did the open bars in America two and a half centuries 
later. However, our Londoner did not invoke prohibition as a 
remedy—possibly Cromwell and his praying preyers had already 
enacted too many prohibitions—but chose another novelty— 
coffee. This beverage had been introduced into Europe at the 
close of the sixteenth century and the first coffee house was opened 
in London in 1652, off Cornhill. Popularity came quickly and in 
1708, only 56 years later, a contemporary writer declared that 
there were three thousand coffee houses in London, so many, in 
fact, as to become a nuisance. 

They were conducted in an orderly manner, were open to the 
public and were inexpensive, for every customer who laid down a 
penny was entitled to a dish of coffee, a seat, a share of the fire in 
winter and the right to examine the news sheets provided by the 
house. 

We know that some of these coffee houses, such as White’s, 
developed into the modern club. Is it too much to say that 
others were the precursors of the modern luncheon club? Quite 
naturally, as time passed, different houses attracted different 
classes of patrons, the bloods of the West End patronizing White’s 
and Boodle’s at that time as do their successors today, while the 
merchants had their cliques which remind one a little of the 
various ‘‘pits”’ on the present exchanges. 

About 1689 one Edward Lloyd opened a new coffee house in 
Tower Hill. His house was in the center of shipping business and 
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it throve to an extent sufficient to warrant his removal in 1691 to 
Lombard street, close to the general post office and near the 
Royal Exchange. 

London was by far the greatest port of England, although its 
business in 1694 seems to us insignificant, for it is reported that 
only 135,972 tons of shipping entered and 81,148 tons cleared. 
However, these vessels sailed for all known ports of the world 
and carried merchandise from every land. Half a century later 
the volume had increased to 511,680 tons entered and 179,860 
tons cleared. 

These cargoes of value were insured, for marine insurance had 
long been practised, but its fascinating history, lost in early ages, 
can not be touched upon here. Still, it was not recognized as a 
distinct calling nor was there any association of insurers, most of 
the insurance being written by merchants as what would now be 
called a ‘‘side line.” 

The business was obtained by brokers, corresponding to the 
agents of today, and a common procedure for a broker desiring 
insurance on any venture was to proceed from place to place, from 
exchange to coffee house to office in search of merchants who would 
underwrite a part of the risk. This took time and gradually 
those who were willing to insure made certain houses their head- 
quarters: of these Lloyd’s became the chief. 

It was seldom that one man undertook the entire risk on a 
vessel or her cargo, but under the policy he wrote the amount he 
would insure and placed his name or initial against it. Literally 
he wrote under the policy the share of the risk which he assumed 
—a practice which is still followed on all Lloyd’s policies. 

From contemporaneous writers and from a recently found 
ground plan of Lloyd’s Coffee House we can draw a fairly accu- 
rate picture of the place as it appeared in the time of Queen Anne. 

The house was known as 16 Lombard street and was next to the 
corner of Abchurch Lane on which the back portion of the 
premises faced. The total frontage on Lombard street was only 
14 feet 6 inches, most of which was filled by a lock-up shop usually 
occupied by a tenant; the house became wider at the back and 
afforded a floor space of about 1,070 square feet. On the western 
side was a narrow passage which led to the rear of the premises, 
probably occupied by kitchens, storerooms and cellars, and to a 
flight of stairs leading to the coffee room which occupied the first 
floor, that is, up one flight of stairs. 


t 














> Lloyd's 








SS 


If we ascend them we find ourselves in a large room, the front 
facing on Lombard street and the rear portion of the side looking 
out on Abchurch Lane. There are no partitions; the floor is 
sanded, and tables are scattered about irregularly. 

At one end is the bar, and waiters attend to the wants of cus- 
tomers, supplying not only food and drinks but writing materials, 
for the house was a great place for letter writing and every coffee 
house was used as poste restante and afforded an accommodation 
address for its customers. 

At Lloyd’s we find a “pulpit” in the room. The air is heavy 
with smoke, and conversation buzzes loudly until a “boy,” or 
waiter, enters the pulpit and raps for silence while he reads some 
announcement of news of general interest. 

Ships were usually sold at the coffee houses and Lloyd’s Coffee 
House took the lead in this business. Many sales of ships, wines 
and other things were advertised and took place there. 

The sales were commonly ‘“‘by the candle” or by ‘‘inch of 
candle,’’ a method followed in rural parts of England even up to 
1873. At the opening of the sale an inch of candle was lighted 
and bidding continued until the candle burned out, the last bid 
before the flame expired winning the property. Those who 
desire a detailed account of such a sale and its growing excitement 
as the flame died will find it in Pepy’s Diary for September 3, 
1662. 

Such then was the place, and such were the customs of the 
birthplace of Lloyd's, over which Edward Lloyd presided until his 
death on February 15, 1712(3). 

YOUTH 

Edward Lloyd founded his coffee house about 1689, and moved 
to Lombard street in 1691. He died in 1713 and his business was 
carried on by his son-in-law, William Newton, who had married 
Lloyd’s daughter Handy. He in turn was followed by various 
successors, all of whom were known as masters of Lloyd’s, but the 
name of the coffee house remained unchanged. 

As has been said, marine insurance was written as an addition 
to their regular vocation by ‘‘merchant insurers.”’ The business 
was profitable and attracted the attention of would-be investors; 
it was to an extent affected by the excitement attending the South 
Sea Bubble, which burst in 1720, and various forms of insurance 
were attempted, many of which would be as suitable today as 
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when they were first proposed, as, for example, insurance against 
death from gin drinking, “‘assurance from lying” and an “‘assur- 
ance of female chastity.’”’ Unfortunately no records are available 
to show the premiums charged in any of these classes. 

About this time we can picture Addison sitting at his table at 
Lloyd’s, for he tells us what happened on April 23, 1711, to his 
rough list of subjects for the Spectator, which had fallen from his 
pocket and was picked up by the boy who, after passing it 
around, to the mystification and amusement of all, mounted the 
pulpit and read it aloud, according to the prevailing custom, 
after which Addison recovered it and used it as a pipe lighter. 

Occasional whispers about the formation of an insurance 
company began to arise, but the merchants of that day were as 
suspicious of corporations as are socialistic radicals of today. A 
corporation was synonymous with a monopoly—each was a child 
of the devil. Still, the French wars caused heavy losses of Dutch 
and English vessels and cargoes, and the government was peti- 
tioned without immediate success to come to the assistance of the 
underwriters. The record of this action brings to light another 
old friend, for we find that Daniel Foe prayed that his name 
should be included. He was an underwriter and the father of him 
whom we know as Daniel Defoe. 

However, the merchants of those days were both pertinacious 
and wealthy, and in 1717 a subscription list was opened to form a 
company with a capital of £1,000,000. The move was strongly 
opposed and the account of the struggle reads much as does a 
story of lobbying today. Finally, Lord Onslow, who led the 
movement, was successful and promised to find £300,000 to 
contribute to the civil list, whereupon His Majesty, King George 
I, conveyed to parliament an expression of his opinion that the 
formation of two such companies would be a great advantage to 
trade. Accordingly, charters were issued in June, 1720, to the 
Royal Exchange Assurance Corporation and to the London As- 
surance Corporation. 

All through the fight the merchant underwriters at Lloyd's 
pursued their way, apparently quite undisturbed, for they had 
won a world-wide reputation and even policies written abroad 
bore testimony to their character, for it was common to provide 
that settlement be made as in London. As far back as 1562(3) 
the underwriters on the Santa Maria bound themselves ‘To all 
the ventures and chaunces that may contayne in the best bill of 
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assurance that is used or may be made in this Lombarde Streate 
in London.” 

The most important addition to the business was the issuance of 
Lloyd's News, which we shall consider later. 

A noticeable change gradually occurred in the nature of insur- 
ance, for the gambling policy had become too general, especially 
on the lives of public men and on those known to be seriously ill. 
Strange as it may seem to us today, policies were actually written 
on the results of political elections. 

This condition led the conservative element which has from 
first to last controlled English underwriting to decide upon a 
withdrawal—today these men would probably be described as 
‘‘bolters.”” They began their plans about 1769 and attached to 
themselves Thomas Fielding, one of the waiters at Lloyd’s; they 
secured a lease of No. 5 Pope’s Head Alley within a stone’s throw 
of Lloyd’s, of the Roya! Exchange, and of the general post office, 
and there came into being Lloyd’s New Coffee House, destined to 
supersede the original Lloyd’s and to grow into the corporation 
of today. 

The first step was the formation of a committee to direct the 
affairs of the coffee house, which from now on was run not at the 
discretion of the master but under the direction of ‘‘ the Commit- 
tee for the management of the concerns at Lloyd’s,”’ and here the 
youth grew into the young man. 

The coffee house was never regarded as a source of profit, but as 
a necessary adjunct, and the subscribers, although controlling it, 
took no share of the profits of the house. 

By 1771 the underwriters were recognized by the business 
world; they were men of substance and repute, thinking no small 
beer of themselves, for when calling a meeting of their associates 
they described themselves as ‘‘Gentlemen Underwriters” with two 
capitals—and this in the days when the word ‘‘gentlemen”’ had 
some definite meaning. 

There now appeared on the scene, in 1773, Mr. John Julius 
Angerstein, a member of a Hanoverian family, who was born in 
St. Petersburg, came to London as a boy and was the leading 
spirit in the new Lloyd’s until his retirement:in 1811. He ar- 
rived at an auspicious time, for in 1774 the underwriters were 
finally, definitely organized and ready for a wise leader. 

Angerstein and his following showed in a few years that the 
‘“‘old”’ Lloyd’s could not compete with them. New Lloyd's grew, 
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its quarters became too small and it moved to the Royal 
Exchange. The old exchange was destroyed by fire in 1838 
and with it many of the old records, but when the exchange was 
rebuilt Lloyd’s moved into it and remained there until it was 
removed in 1927 to its own new building on Leadenhall street. 

The spirit which has always prevailed at Lloyd’s was and is 
bound to earn the respect, one might say the affection, of the 
public. The honesty and stability of the members have always 
appealed to the world. While conducting their affairs with 
dignity they enjoy the good things of life, as every visitor to a 

‘luncheon in the captain’s room or with the staff of Lloyd's 
Register well knows. 

Above all, there has always prevailed that good sporting spirit 
which appeals so powerfully to English-speaking people and 
found satisfaction in the insuring of marine risks in the eighteenth 
century when European wars were frequent, when the narrow 
seas were infested with dangers still described in Lloyd's policies 
as ‘‘Enemies, Pirates, Rovers, Thieves, Jettisons, Letters of Mart 
and Countermart, Surprisals, Takings at Sea’’ and when the 
fears of Shylock were inherited by many an owner, insurer and 
lender. 

Of course, there were disgruntled ones who sometimes rushed 
into print, often smothering their vindictiveness in a welter of 
words, cases of capitals and multitudes of italics. In those days 
the newspaper reporter had leisure to indulge in rhetoric, and a 
few choice specimens survive, as, for instance, in the description 
of Lloyd’s new rooms which were ‘‘in stile of finishing and point 
of elegance, the first in the Kingdom”’ and in which ‘‘the daring 
hand of the Underwriter, with pen and paper is to brave the united 
force of Neptune and Boreas.” 

One of the most picturesque characters was ‘‘ Dicky Thornton,”’ 
who alone insured a cargo of gold to Russia for Baring Brothers 
for a quarter of a million sterling. Always strikingly dressed in 
his colored coat, breeches and stockings—and I am sure his lace 
cuffs and frills were of the finest—he would stand with his back 
to the fire in the subscribers’ room and offer to each and every 
new member to lay a hundred to one against the contingency of 
twins. He died leaving a fortune of four million pounds sterling, 
which in those days constituted great wealth. 

The dinners of the members were long and elaborate, and 
although they were not preceded by cocktails each course was 
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washed down with its particular wine and the meal. was settled 
with port, consumed not by the glass but by the bottle. Yet 
withal ‘‘the very name of Lloyd’s was regarded, not at home 
only, but also in every part of the world where the British name 
is known, as synonymous with everything that is liberal, just, 
public-spirited and honorable.” 


MATURITY 


Underwriters had now formed themselves into a society; they 
had decided on a definite form of policy; they had their house, 
managed not by the master for himself but for them. They had 
already earned the respect of the business world and conducted 
business on a large scale, as is shown by the insurance written, 
e.g., £200,000 on one vessel from Quebec and £658,800 on specie 
from Vera Cruz. 

It is impossible in this short account to describe in detail the 
continuous growth of the society, or the troubles which beset it, 
largely through the frequent wars at the meeting of the eighteenth 
and nineteenth centuries. John Julius Angerstein continued to be 
the recognized leader until his retirement, and the heavy marine 
losses arising through the Napoleonic wars brought Lloyd’s into 
close touch with the admiralty, particularly in the formation 
of convoys, which frequently included 50 to 70 vessels, and in 
the business of gathering marine news, especially of enemy ships. 

Angerstein was followed by one-legged Sir Brook Watson who 
was chairman from 1796 to 1806. Later, after stormy debates, 
new by-laws were adopted and the chairmanship came to one 
bearing another name of renown, Mr. Joseph Marryatt, the 
father of Capt. Frederick Marryatt, R.N., whose Midshipman 
Easy, Peter Simple, Japhet and their company delighted our 
boyhood and still refresh our later years. 

In the first quarter of the nineteenth century successful efforts 
were made to obtain an act of parliament permitting companies 
to write insurance, and a flock of new companies came into being. 
Lloyd's, true to its tradition of the individual underwriter, con- 
tinued hostile, and in 1834 it passed rules prohibiting any other 
than an individual to write policies, thus excluding all partner- 
ships and firms. In this struggle another national name appeared 
when a series of newspaper articles was published in the British 
Press over the name of John Dickens, the father of the immortal 
Charles and the original of the immortal Micawber. 
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An amusing instance of the relations between employers and 
their staffs was caused by beards. In 1857 the committee noticed 
that some of the clerks were wearing ‘‘moustaches or a beard, or 
both.”” As this was a ‘‘custom not general in the rooms,” the 
‘‘managing member’”’ was desired to take action, and he wrote to 
one of the offenders expressing the hope that the clerk would 
‘‘remove that which imparts something of a Military Character 
to your appearance, so inappropriate to those occupied in Business 
Affairs.” The culprit complied, but three years later when he 
joined the volunteers he received special permission to resume his 
moustache. 

Lloyd’s always kept fairly abreast of the times. Picture the 
pride with which in 1845 the members arranged to receive news by 
“electric telegraph,’’ and the satisfaction with which they an- 
nounced, in an article edited by the committee in 1852 for Mr. 
Dickens’ Household Words, that ‘‘the electric telegraph is in 
daily use during stormy weather.” 

In 1870 a dispute arose as to the propriety of a member’s con- 
duct and it was decided to apply to parliament for a charter which 
would give to the by-laws legal force. The law was passed May 
25, 1871, and the body as it exists today was created. The 
several slight amendments passed since that time merely extend 
the powers of the corporation without making any fundamental 
changes. 

The outward and visible sign of the business of underwriters is 
the policy which they issue, and Lloyd’s policy is a remarkable 
example, the history of which is a story in itself. Its origin is still 
somewhat obscure. It is known that marine insurance in its 
modern form was practised in the ports of Italy in the first half 
of the fourteenth century, but no policy has been found dated 
before 1523, when one was issued at Florence. Theearlier policies 
were often sketchy and their value depended upon the construction 
placed upon them. This, in turn, rested upon the practice crystal- 
lized into custom by the Italian merchants who gave their name to 
Lombard street. Quite naturally in the course of years a general 
form of policy was developed and those in use in 1617 were similar, 
in most of the essentials, to those used by Lloyd’s and finally 
formally adopted. The reason for adoption of this form is a 
riddle, for there was no corporation, or institution, or body of 
underwriters, and it was never prescribed by law until 1795, years 
after its adoption. Its authority rested on its general acceptance 
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by all interested as embodying the recognized customs and usages 
of Lombard street, or elsewhere, in London. 

Printed forms were in general use at the close of the seventeenth 
century, and on January 12, 1779, the subscribers to Lloyd’s 
adopted the final form and agreed to use no other. This form 
remained in use until 1874, when the ‘‘waiver clause’ was 
inserted to protect underwriters under certain conditions when 
the assured tendered abandonment. Only two other additions 
have been made to the body of the policy, in 1898 one relating to 
war risks and the ‘frustration clause.” 

The present policy, then, dates back to the early part of the 
eighteenth century and it is expressed in language almost three 
centuries old. It is not a long document, and provides for many 
contingencies, some of which are modified by slips attached to 
the policy when written. The same form is used whether the 
insurance be on the hull, on the cargo or on one package of freight 
contained therein. 

Modifications of the terms and conditions, which are almost 
invariably required and are innumerable, are made by clauses 
printed on separate slips of paper and stamped or gummed on 
the policy. 

The result is a curious, unique document, and, as one 
great authority declared in 1914, “If such a contract were 
to be drawn up for the first time today it would be put down 
as the work of a lunatic endowed with a private sense of 
humor.” 

As far back as 1791 Mr. Justice Buller declared that ‘‘a policy 
of insurance has at all times been considered in courts of law as an 
absurd and incoherent instrument.” 

Yet, despite attempts to change it, it remains unchanged be- 
cause ‘‘it has generations of legal interpretations hanging almost 
to every word and almost certainly to every sentence.”’ If any 
changes were made, the leading cases would no longer be binding 
precedents, settled by centuries of litigation, and the entire busi- 
ness would have to be thrashed out again. 

Each Lloyd’s policy contains on the left hand margin the 
letters ‘‘S. G.”’, the meaning of which was lost in obscurity and 
was rediscovered only recently. The Latin, Italian and English 
languages were ransacked, but nothing definite could be proved 
until some old policies were found by chance. In 1795 a stamp 
tax was imposed on all policies and five forms were prescribed in 
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the act, two for use by the two licensed corporations and three 
for use by individuals. These last three were, respectively, for 
insuring the ship, the goods or the ship and goods. The forms 
were identical except for the omission or insertion of the appro- 
priate words to describe that which was insured. Brokers kept 
stamped forms in their office and, as it was found inconvenient to 
maintain three forms, quite naturally, they kept the form for ship 
and goods marked ‘‘S. G.” 

If it be asked, ‘‘What will Lloyd’s insure?”’ the reply is that, if 
life insurance be excepted, there exists ‘‘no business, or undertak- 
ing or event or contingency, to which a risk of a genuine character 
attached, for which it would not be possible to obtain a quotation 
from an underwriter here.” 

It is now a common occurrence to insure against bad weather 
for vacations or for any special events, against triplets or quadrup- 
lets and other contingencies. A moment’s thought reminds one 
that statistics are readily available on which reasonable rates for 
such risks may be determined. 

To describe the body which we have been considering is 
a task which presents many difficulties, for it is not easy to 
reply satisfactorily to the question “‘What is Lloyd’s?”’ 
It was once answered by one of the staff in the words, “In- 
dividually, Madam, we are underwriters; collectively, we are 
Lloyd’s.”’ 

Lloyd’s is a corporation having 1,248 underwriting members, 
95 non-underwriting members, 354 annual subscribers and 89 
associates. It holds securities of over ten million pounds sterling 
to safeguard policyholders; several more million pounds of premi- 
ums in trust, guaranty policies amounting to over eleven million 
pounds and the security of each member’s personal fortune. Yet 
it does no business, in the usual sense of the word, it writes no 
insurance, it has no branches, no representatives soliciting or 
accepting business. 

It has some features in common with an exchange, such as the 
stock exchange, for its members are selected with rigorous care 
and are under its direction, and it strives for protection both of 
the public and of its members. 

However, its work is far wider, for it has organized a method of 
collecting marine news to a unique extent. It has record of every 
vessel built, of its movements, its owners, its business and its 
captain and, frequently, of its officers. 
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The ‘‘corporation’’ consists of underwriting and non-under- 
writing members, in whom rests the management of the corpora- 
tion, and of annual subscribers and associates. 

The actual insurance is undertaken solely by the individual 
underwriting members, to whom it is offered by brokers who may 
belong to either class of members or may be annual subscribers, 
while the associates are those engaged in related activities, such as 
average adjusting. 

There are also ‘‘substitutes’”” who are authorized representa- 
tives of members or subscribers and have been approved by the 
committee. 

The underwriting members are divided into two classes: first, 
those who accept risks for themselves and for others, and, second, 
those who do not themselves engage in the business but engage an 
agent to do their underwriting for them. The agent charges for 
his services a small salary and a commission. 

In order to become an underwriting member, an applicant must 
obtain the signatures of six members on his application and must 
answer an exhaustive printed catechism set by the committee. 
Then, with the first of his sponsors, he has a personal interview with 
a sub-committee. 

If he be approved, he is informed that he will be admitted if he 
agrees to follow the rules laid down by the committee, giving it 
power to see that he carries out his engagements. He must un- 
dertake that his annual premium income shall not exceed a 
stipulated amount and he must deposit with the committee 
securities and guaranties in proportion to his commitments; he 
must also pay an entrance fee of £500 and an annual subscrip- 
tion. 

If the member is to write through an agent, he selects such 
agent and becomes a capitalist pure and simple, providing the 
funds, incurring the risks, but having no hand in conducting the 
business, all of which is done by the agent. 

As still further security, the member does not receive the pre- 
miums, but these are all placed in a premium trust fund, main- 
tained solely to meet his insurance liabilities and managed and 
controlled entirely by the committee. 

Separate underwriting accounts for each year and the results of 
a year’s operations are not known for three or four years. There- 
fore, the member has to wait long to receive the benefit of any 
profits arising from the insurance he has written. During all this 
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time, the members’ accounts are subject to most rigid audits, not 
merely to insure their accuracy but to ascertain that the assets are 
continuously sufficient to meet both actual and prospective 
liabilities. 

It is no doubt a fact that many men have entered Lloyd's and 
remained members for the whole of a long career, whose efforts 
have been confined to receiving an annual cheque and to grumbling 
when they were disappointed at the amount. 

The various guaranties have increased enormously and the 
committee now holds securities of over ten and a half million 
solely to safeguard policyholders, besides premium funds amount- 
ing to several millions of pounds and guaranty policies aggregat- 
ing £11,500,000, behind all of which is the security of each mem- 
ber’s personal fortune. 

Is it remarkable that with such safeguards Lloyd’s policies 
enjoy prestige? 

To accountants, particularly, it is interesting to note that 
Lloyd's refuses to issue a guaranty policy to members unless they 
submit their accounts to audit, and this audit is regarded as 
perhaps the greatest of all safeguards. 

The esprit de corps is remarkable, for although each individual 
acts for himself and by himself, his great aim is to support the 
corporation. 

In recent years one member acted like a criminal lunatic and 
made commitments having nothing to do with the ordinary busi- 
ness of Lloyd’s. The members voluntarily disbursed £500,000 
to meet these commitments, which were in the main fraudulent 
but were held by innocent parties. There was neither compulsion 
nor dissent, and it is doubtful whether such action would have 
been possible in any other association in the world. 

As a result of the rule that only individuals who are members of 
Lloyd’s may sign policies, Lloyd’s policies are issued only at 
Lloyd’s in London, for none but a member may sign them. For 
the same reason, there are no agents to solicit business for 
Lloyd's. 

One desiring insurance consults a broker who now, as centuries 
ago, prepares a “‘slip,’’ and, instead of taking it from coffee house 
to coffee house and from exchange to exchange in search of 
underwriters, takes it to Lloyd’s, where underwriting members 
sign it and the resulting policy, as they did several centuries 
ago. 
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OFFSPRING 


There are at least several enterprises which are the offspring of 
Lloyd’s, among which are Lloyd’s List and Lloyd's Register of 
British and Foreign Shipping. 

It was one of the customs of a coffee house to have news sheets 
for the use of its patrons and many houses received letters con- 
taining items of news which were passed round. This gave birth 
to the modern newspaper, the history of which is fascinating but 
far too great to be even touched on here. 

Some coffee houses issued news sheets, and ea. ‘+’ in September, 
1696, Edward Lloyd began the issue of Lloyd’s News. Many 
have regarded this as the direct parent of Lloyd’s List, but this is 
incorrect. 

Lloyd’s News was a newspaper containing items of general news 
and printed on a single sheet about 6 inches by 11 inches. It was 
issued three times a week by Edward Lloyd, although probably 
one of the professional compilers of news letters acted as editor, 
but publication ceased on February 24 (26), 1697, as he had 
printed not wisely but too much, and was the object of action in 
the house of lords. 

In 1734, 21 years after Edward Lloyd’s death, his successor, 
Thomas Jensen, commenced publishing Lloyd’s List, but died a 
few weeks before the first number appeared. This was a sheet 
about 7 X 12 inches, and contained on the back a list of arrivals 
and departures, and on the front page what we should now call 
Wall street news, foreign exchanges, prices of stocks, bullion, and 
dates of dividends, etc. The subscription was three shillings 
a quarter, for which subscribers would “have them carefully de- 
liver’d according to their Directions.”’ 

Owing to the high rates of postage, special arrangements were 
made with the postoffice under which letters for Lloyd’s List were 
addressed to the postmaster general and by him were forwarded to 
Lloyd’s Coffee House. For this free transmission and delivery 
£200 a year was paid by the master of the coffee house. 

When the committee took over the coffee house it also took over 
Lloyd's List, which continued without interruption until 1837, 
when it was enlarged and printed as a daily evening paper. From 
1872-1884 it was amalgamated with The Shipping Gazette. 
However, Lloyd’s resumed charge in the latter year and has con- 
tinued to publish it ever since as Lloyd’s List, asserted to be the 
oldest newspaper in London, except the official London Gazette. 
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If an outsider calls at Lloyd’s to see a member he is met by a 
berobed functionary who, on learning his desire, emits a roar 
which penetrates the din of hundreds of voices and, to the initi- 
ated, means the name of the member. How that member recog- 
nizes it has always been a mystery to me, but know it he does and 
shortly appears. 

Near the callers’ rostrum may be seen an old-fashioned bell 
taken from the Lutine, a vessel built for the French navy, captured 
by the British, recaptured by the French and finally wrecked on 
the Dutch coast, after which the King of Holland’s share was sold 
and passed to Lloyd’s. 

While one is straining ears to understand something of the 
noise, the bell is rung; instant and complete silence follows, while 
the caller announces some event of interest, probably about some 
vessel long overdue which is heard from or lost. 

It is obvious that underwriters must have some record of the 
vessels which they are asked to insure, and doubtless before the 
formation of Lloyd’s such records were kept privately by indi- 
viduals. 

However, as the business grew the need increased, and in 1760 
some members founded a Society of Underwriters for the purpose 
of publishing sucha record. This register was never the property 
of Lloyd’s but of the special society, and the first registers were 
sold only to the members, who were subject to fines and penalties 
if they allowed the volume to be read by any one other than a 
member. 

These registers showed the condition and quality of both hulls 
and equipment. The five vowels were used to indicate the state 
of the hulls and ‘‘good,” ‘“‘middling’’ and ‘“‘bad”’ that of the 
equipment. 

In the edition of 1768-9 the letters a, b, c and the numerals I, 
II, IIIf were used for the same purpose, but in the edition for 
1775-6 the large capitals were again used for hulls and numerals 
for the state of equipment, giving rise to the world-famous symbol 
A-I to describe a vessel of the highest class as to both hull and 
equipment—a symbol never yet changed. ; 

Publication of the register continued without competition until 
1798, when a dispute arose with shipowners regarding classifi- 
cation. Contention became so bitter that the shipowners pub- 
lished a rival register known as the Red Book to distinguish 
it from Lloyd’s green book. 
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In 1824 a movement started for consolidation and, as usual, a 
committee was appointed to examine the situation, but not until 
1834 was there a practical result. By that time both registers 
were in financial difficulties, but a union was effected between the 
General Ship Owners’ Society and the Society of Underwriters, 
resulting in Lloyd’s Register of British and Foreign Shipping. 

While having some interests in common, the two bodies have 
remained distinct and apart, although on terms of friendship and 
intimacy. 

The business of Lloyd’s Register is not only to publish an annual 
register showing all particulars of every vessel afloat, but 
also to draw and adopt rules governing the construction of vessels 
—rules on which their classification is based. It maintains sur- 
veyors for the register throughout the world, who examine vessels 
under construction or undergoing repairs and make those peri- 
odic surveys necessary to maintain the classification on which 
insurance rates are based. 

The last report of Lloyd’s Register states that the aggregate of 
shipping holding or intended to hold the classification of Lloyd's 
Register amounts to 10,021 vessels of nearly 32% million tons gross. 

Lloyd’s agents are to be tound at every recognized port in the 
world, and number some 1,500. The first appointments were 
made in 1805. Their duties are unique. They gather and for- 
ward to Lloyd’s word of all vessels arriving at or departing from 
the respective ports; they examine insured ships and goods which 
are damaged but have no authority to settle losses unless specially 
directed to do so, and above all, they have nothing whatever to do 
with writing insurance and have no insurance agents. 

Another matter of first importance to underwriters is the proper 
handling of damaged vessels and their cargoes, and in 1856 the 
London Salvage Association was formed for this purpose. It has 
proved to be wonderfully efficient and from its headquarters or 
from its branch offices are directed repairs and salvage operations 
over the entire world. For this purpose the surveyors for 
Lloyd's Register and Lloyd's agents are used, as the three organi- 
zations work for the common purpose of minimizing losses and 
increasing the common safety. 
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By HARLAN JOHNSON 


In 1792, twenty-four men, who called themselves “brokers for 
the purchase and sale of public stocks,’’ met under a tree on old 
Wall street in New York, and formed the organization which was 
destined to play by far the most important rdéle in the financial 
history of the United States. This organization was the New 
York stock exchange. 

The business of the organization remained small for quite a 
number of years, but the discovery of gold in California and the 
increase in national wealth gave impetus to speculation and en- 
larged the volume of trading done on the exchange. The civil 
war, the expansion of the national debt, and, after the war, rail- 
road construction and the industrial development of the country 
focussed more and more attention on matters of finance and the 
volume of the trading in securities likewise increased. With the 
creation of corporations and combinations, the New York stock 
exchange became the center for trading in the United States. 
Later on, the world war and subsequent financial expansions have 
caused the volume of trading to soar to almost unbelievable 
heights. 

In all this expansion the members of the New York stock ex- 
change have been governed by a strict code of regulations en- 
forced by various committees appointed by the exchange. One 
of the most important as well as most active committees is the 
committee on business conduct. This committee has practically 
unlimited power over the membership, and the broker who fails to 
keep to the straight and narrow path of the regulations soon 
hears from the committee. 

It can be stated without fear of contradiction, I believe, that in 
no business are there greater opportunities for a firm or member 
of a firm to misappropriate or wrongfully use customers’ securities 
or funds than in the banking and stock-brokerage business. The 
very nature of the business, wherein customers have millions of 
dollars’ worth of securities and credit balances in the hands of the 
broker, presents a very great temptation to anyone of weak will. 
Years ago, and not so many at that, we regularly heard of failures 


* Address delivered at a meeting of the Maryland Association of Certified Public Accountants. 
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of members of the New York stock exchange. In nearly every 
case when the testimony was boiled down it was found that the 
broker either had no capital or insufficient capital, or wilfully 
used the property of his customers in speculation, and then 
crashed. Always, customers had to bear the brunt of these fail- 
ures, and usually the recoveries were very, very small. Today, 
however, and for the past seven or eight years, the news of a fail- 
ure of a member of the New York stock exchange would be news 
in the real sense of the word. 

The committee on business conduct, seven or eight years ago, 
evolved the plan to demand periodically a statement of the finan- 
cial condition of each member or member firm—a statement that 
laid bare their financial condition. This call for a statement, 
which is usually in the nature of a surprise, is in the form of a 
questionnaire and may be made at any time by the committee. 
The questionnaire calls for an audit of the books coincident with 
the preparation of the answer, and the audit must be made 
in conformity with the regulations prescribed by the committee 
on business conduct. It is also stipulated that the firm’s name 
must not appear on the questionnaire, and in this way, by using 
a system of key numbers, the confidential nature of the answer 
is maintained. The answer to the questionnaire must be accom- 
panied by a certificate signed by each member of the firm and 
by those who conduct the audit. This certificate states that 
the questionnaire has been prepared after an audit has been made 
as prescribed by the committee on business conduct and that the 
answer as rendered is correct in every detail. 

With reference to the audit, it will probably surprise some 
accountants who may be unfamiliar with stock-brokerage ac- 
counting to learn that a statement as prepared from the general 
ledger of a stock-brokerage firm gives very little insight into its 
financial position. This is because of the fact that in a state- 
ment so rendered no consideration is given to the value of securi- 
ties therein. The stock-brokerage business is one of the few 
businesses where two values run through the books, usually in the 
same accounts, and both values must be accounted for. Refer- 
ence is made to the cash balance in any account and the value of 
securities that may be carried in that account. In addition to 
the cash balances, only the number of shares of stock or the par 
value of bonds is usually carried in the individual accounts for 
accounting purposes; therefore, a true statement of a brokerage 
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business must be subjected to application of the security values 
before a comprehensive view of the financial condition may be ob- 
tained. 

In no audit is it more important for an accountant to plan his 
work before proceeding than in the audit of a stock-brokerage 
house. On the first day of the audit, which usually begins 
at the close of the last day of the month, the accountant must 
control practically everything in the brokerage office in the way of 
cash and securities. If he loses control of these elements at the 
beginning of the audit, he would save time by stopping immedi- 
ately and beginning all over again, for by losing that control 
at the start the error apparently expands and multiplies as 
the work proceeds. To give an idea of the number of things 
to be done on the first day of the audit, the following examples 
are cited. 

The securities in the box must be counted rapidly and listed 
accurately. The accountant making the count must be careful to 
distinguish between stocks of similar issue, bonds of similar dates 
and rates, stocks that are issued in units, and stocks and bonds on 
which part payments have been made or received. Confirmations 
must be prepared for all loans to the broker and securities that he 
has hypothecated thereon; stock that he has lent or has borrowed 
must be confirmed by the borrower or lender; bank confir- 
mations must be prepared and sent out; confirmations must be 
prepared and sent out for stocks in transfer and for bonds out of 
the office for exchange. The cash on hand must be counted; the 
securities on the counter must be counted; the securities in the 
registered mail going out at the close of the day must be counted 
and listed and controlled until they are deposited in the post- 
office ; documentary stamps must be counted; confirmations of the 
customers’ accounts and trial balances thereof must be prepared; 
confirmation of joint accounts of the broker with others must be 
prepared; confirmations of ‘‘when issued’’ and ‘‘delayed deliv- 
ery’’ contracts with customers must be sent. These contracts 
are usually in the form of tickets in a memorandum file and 
change from day to day, and, therefore, it is imperative that a 
list be obtained on the first day, as it would be very difficult to 
obtain such a list after changes have occurred. When all this has 
been completed it is usually midnight or one o'clock in the 
morning, and the accountants may then go home to bed, with 
nothing to do until the next day. 
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It is believed that the foregoing list of confirmations includes 
practically all the confirmations that must be sent, but there may 
be special accounts that need special confirmations, as the regu- 
lations prescribed by the committee on business conduct require 
that practically all accounts be confirmed. 

After getting a long night’s rest, the accountants appear bright 
and early the next morning, fresh for another day’s work, and one 
of the most interesting things in accounting is then begun; namely, 
the balancing of all securities carried on the books of the broker- 
age firm. By the word “balancing,” it is meant that for the ag- 
gregate of the long securities of any issue there must be a cor- 
responding aggregate of short securities. For those who have had 
little experience with the terms “‘long’’ and ‘‘short”’ the follow- 
ing rule of thumb may help solve any difficulty with these terms 
in the future: the term “long security’’ means ‘‘due to’’; the 
term ‘“‘short security’’ means ‘“‘due from.’”’ Thus, if a customer’s 
account is long a certain security it means that the security is 
due to that customer; if a customer’s account is short a security 
it means that the security is due from that customer. The term 
‘‘short’’ also means location; for instance, if the security is on 
hand, it is said that the box is short. In other words, the 
security is due from the box. If the security is carried with a 
New York correspondent, is hypothecated on a loan, or is out 
for transfer or exchange, it is said that the respective holders 
are short. In other words, the security is due from the re- 


spective holders. 

To begin the balancing of securities two ways are considered 
the best. Every broker maintains a position book which shows 
him the long and short position of each individual security on his 
books every day and the changes every day. If the broker is 
willing to have his position books under the accountant’s control 
for at least a week, the most expeditious way to balance securities 
is to use that book and post the positions thereto from the ac- 
countant’s work papers. The work is expedited by using these 
books in that the pages have been headed and the names of 
customers have been written in. The other way is for the ac- 
countant to prepare an independent position book of his own, but 
this necessitates the heading of an ordinary ledger sheet for each 
individual security and the listing, on the debit side, of names of 
customers and the shares of stock or par value of bonds held by 
them and, on the credit side, the location of such securities or 
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from whom they aredue. The volume of this work is great, as the 
average broker carries from one thousand to fifteen hundred 
different securities on his books. The balancing of securities will 
take from four days to two weeks, depending on the volume, and 
in the meantime it is considered good policy to control the box of 
the broker in case an error in the counting has been made and a 
recount is necessary to balance any particular security. After 
the securities have been balanced, a trial balance of the position 
books is run off with each security segregated on columnar paper 
under long securities of customers, long securities of the firm, long 
securities of partners or long securities of correspondents, and these 
are offset by short securities with New York brokers and securities 
hypothecated on bank loans, in transfer and in the box. When 
this is done, the accountart has an alphabetical list and a cross- 
section of the securities position of the broker. Quotations from 
financial journals are then obtained an! prices are extended for 
long and short securities on this same sheet. The sheets are then 
added and cross-footed, and the result is the total values of 
securities carried on the broker’s books. 

There is one peculiarity in the questionnaire that now becomes 
evident. In the preparation of the answer the value of all 
safekeeping securities and what are termed free securities must 
be cast out of the calculation. The term ‘free securities” 
means securities held by the broker which he must deliver 
on demand against no balance. Technically they are safe- 
keeping securities, but they may be carried in the customers’ 
regular accounts. The casting out of safekeeping items and free 
securities is accomplished by checking customers’ accounts and 
eliminating such securities from the box values. These values 
are likewise eliminated from the customers’ long security-values col- 
umn and thecross-section of the security values remains in balance. 

One more task is to be done with the cross-section of security 
values before the accountant is ready to apply the security values 
in the preparation of the liquidated balance-sheet. The ques- 
tionnaire calls for the security values shown in four ways—listed 
on the New York stock exchange, with market values over $5.00 a 
share and market values under $5.00 a share, and not listed on the 
New York stock exchange, with market values over $5.00 a share 
and market values under $5.00 a share. 

Now, when all the confirmations have been received and 
checked off, and all discrepancies traced and corrected, the ac- 
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countant is ready to answer the ten questions in the question- 
naire, presuming, of course, that the regular detailed audit pro- 
cedure with regard to cash and profit-and-loss accounts has been 
completed. The answer to the questionnaire is probably best 
prepared in a statement of six columns, the first two columns 
showing the ledger debit and credit balances; the next two col- 
umns showing the security valuations, the shorts being debits 
and the longs credits; and the last two columns showing the 
liquidated balance-sheet of the firm after giving effect to security 
valuations, the first column being assets and the second column 
liabilities. 

The first question to be answered is the total amount of bank 
balances, and as there is no specific place for cash en hand it is 
usually included therein. The aggregate thereof is entered in 
the ledger debit column, and as there are no security values in the 
cash account, it is immediately extended to the asset column of 
the liquidated section. 

The second question is amount of loans from banks, cther 
brokerage houses, etc. The aggregate of bank loans is entered in 
the ledger credit column and the total value of securities hy pothe- 
cated on those loans is entered in the short column of the security- 
valuation section. The value of these securities is usually from 
25 to 50 per cent. in excess of the amount of loans and the 
difference between the amount of the loan and the value of the 
securities is the broker's equity in the transaction and is extended 
as an asset in the liquidated section. The accounts with cor- 
respondent brokers also come under this section. The firm 
owes them the cash balances and the correspondent brokers 
owe the firm certain securities. These securities naturally have 
an excess value over the cash balance and this difference is 
extended as an asset in the liquidated section. The ledger bal- 
ances of the stock borrowed, stock lent, failures to deliver and 
failures to receive are stated, and excess of security valuations is 
extended as asset or liability, as the case may be, in the liquidated 
section. 

The third question covers the market value of negotiable se- 
curities in the box and the transfer books. Naturally there is no 
cash balance against the box and the market value of these securi- 
ties is immediately listed in the short column of the security- 
valuation section and is immediately extended in the asset col- 
umn of the liquidated section. 
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The fourth question covers customers’ accounts. Those with 
debit balances are considered first. These must be classified in 
three ways: secured, partly secured and unsecured. These segre- 
gations are obtained by applying the security values in the ac- 
counts against the cash balances without regard to the margin 
requirements. The partly secured and unsecured accounts are 
usually very small in amount and consist principally of cash 
transactions which clear the next day. However, the cash bal- 
ances are segregated and placed in the ledger debit column. 
Long security valuations in such accounts are placed in the long 
column of the security-valuation section and the excess of security 
values over the cash balances, which represents the liability of the 
firm to the customer, is extended as a liability in the. liquidated 
section. In other words, the firm owes the customer the amount 
of the excess of his security values over the cash owed the broker 
by the customer. The second classification under customers’ 
accounts is credit balances. Credit balances are also classified in 
three ways: short credit balances, credits as margin on com- 
modity contracts, and free credit balances. Short credit balances 
are placed in the ledger credit column. Short security valuations 
in such accounts are placed in the short column of the security- 
valuation section, and the excess is extended as an asset or 
liability, as the case may be, in the liquidated section. Credits 
as margin on commodity contracts are handled in the same way, 
the credit balances being entered in the ledger credit column, the 
value of the contracts being entered in the security section, and 
the equity or deficit, as the case may be, extended as an asset or 
liability in the liquidated section. Free credit balances are ex- 
tended directly from the ledger credit column to the liability 
column in the liquidated section. 

The fifth question covers firm and partners’ accounts. They 
are handled in the same manner as the customers’ accounts. 
The cash balances are placed in the ledger debit or credit columns, 
the security values are placed in the short or long columns of the 
security-valuation section, and the firm’s and partners’ equities 
are extended in the liability column of the liquidated section. 
Partners’ capital accounts are extended directly from the ledger 
credit column to the liability column of the liquidated section. 

The sixth question covers profit-and-loss accounts. This 
question may be answered by giving one net amount which will 
eventually be closed to profit and loss. This amount is extended 
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directly from the ledger balance section to the asset or liability 
column, as the case may be, in the liquidated section. 

The seventh question covers any other accounts which may not 
have been explained in the foregoing answers. The ledger 
balances and the value of securities should be given and the net 
amounts should be extended in the liquidated section. These 
accounts will include stock-exchange seats, office furniture, 
revenue stamps, dividend a:counts, etc. 

These seven questions cover the whole financial statement, and 
the statement may be ruled off at this point and added, each one 
of the three sections balancing itself. 

The eighth question is a request for the firm to state its practice 
with reference to one of the rules of the governing committee 
which declares that ‘‘an agreement between a member and a 
customer does not justify the member in pledging or loaning more 
of said securities than is fair and reasonable in view of the in- 
debtedness of said customer to said member.’” When that ques- 
tion is boiled down, it means that the broker must state that he 
has periodically scanned his customers’ accounts and placed in 
the box safekeeping securities and securities which may represent 
excess collateral in the customers’ accounts. 

The ninth question covers contingent liabilities that are not 
included in any ledger account. Under this question are stated 
the total commitments, of customers, firm and partners, of ‘‘when 
issued’’ and ‘‘delayed delivery’’ contracts. Other items to be 
listed, if the firm has any, are accommodation endorsements, en- 
dorsements of puts and calls, rediscounted notes, or participation 
in any activity subject to future demands. 

The tenth question covers partners’ accounts with other 
brokers, if they have any. They must state the debit 
and credit balances and the security valuations in such ac- 
counts. 

This completes the answer to the questionnaire. How it is 
checked by the stock-exchange authorities is not definitely known, 
but it is believed that they have a formula which is applied to the 
answer to the questionnaire to determine whether or not the broker 
has sufficient capital to carry on the business as shown in the 
questionnaire. The requirements of the stock exchange are no 
doubt based on certain percentages of the security valuations 
carried by the firm and partners in their accounts and of the cash 
balances of customers. 
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From the broker’s net worth is deducted the value of certain 
fixed assets which would not be of value in case of quick need. 
Among these are the value of stock-exchange seats, furniture and 
fixtures and other such accounts. When these are deducted 
from the broker’s net worth there remains the available net 
worth. 

If the available net worth is in excess of the requirement, the 
broker is considered to have sufficient capital to carry on. If his 
available net worth is not equal to the requirement, he must im- 
mediately obtain more capital or liquidate some of his customers’ 
accounts. 

In closing, it must be stated that too much credit can not be 
given to the committee on business conduct for the thoroughness 
with which it maintains a strictly confidential supervision over 
the financial and ethical conduct of members of the New York 
stock exchange. Other types of business would do well to blaze 
such a trail in their own spheres to the end that business as a 


whole might be conducted on a higher financial and ethical plane. 








Merchandise Turnover 
By Cappre H. KINARD 


The number of times merchandise has been turned over at 
cost is invaluable information to an executive department when 
analyzing trading operations. When speaking of merchandise 
turnover, I refer to the number of times the inventory is contained 
in the cost of sales. 

Bankers do not look with favor on the borrower whose gross 
sales are not several times as much as his initial inventory. 

The merchant, when speaking of turnover, usually refers to 
gross sales, but analysis would reveal that he refers to his 
stock of goods rather than to the sales value. If the fiscal 
year is started with a certain inventory, it is the endeavor 
of the merchant to turn it over several times during the year. 
Therefore, he means by turnover the cost of sales, because in- 
ventory and subsequent purchases are entered at cost, and it is 
his stock which he is endeavoring to turn over to the greatest 
possible advantage. 

The rate of merchandise turnover may be obtained (1) by 
using the average inventory, purchases or manufactured goods, 
and net sales at cost, or (2) the average inventory, purchases or 
manufactured goods, and net sales valued at sale price. However, 
inasmuch as inventories, purchases and manufactured goods are 
carried on the accounting records at cost, the first method seems 
the most logical. When computing merchandise turnover, it is 
essential that the average inventory for the period be obtained on 
as accurate a basis as possible. In my opinion, the methods shown 
in this article will yield fairly accurate results. 

It is not well to use the final inventory as an average unless it 
represents a normal inventory for the fiscal period, or is the first 
that has been taken. 

Should a perpetual inventory be in use, add the monthly in- 
ventories to the initial inventory and divide the sum by the 
number of months in the fiscal period plusone. Ifaperpetualinven- 
tory is not used, add the initial inventory for the fiscal period to 
the inventory at the close of the period, and divide the sum 
by two. The quotient will be the approximate average inven- 
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tory for the fiscal period. Perhaps this can be better understood 
by illustrations. 

Assume that the perpetual inventories of department A for the 
first six months of the fiscal period were as follows: 


December 31, 1927 $10,000. 00 
January 31, 1928 9,500.00 
February 28, 1928. . 10,000.00 
March 31, 1928... 9,000 . 00 
April 30, 1928... 8,500.00 
May 31, 1928 8,000 . 00 
June 30, 1928 8,500.00 


ae Cae. sacs anwhsd CL ess a al Rekiveta ard 7 ...... $63,500.00 


63,500.00 ‘ : , . : 
1 — = 9071.43 approximate average inventory for fiscal period. 
6+1 ' F 
Suppose that a perpetual inventory is not in use, and that the 
initial inventory is $50,000.00 and the closing inventory 


$45,000.00. 


50,000.00-+45,000.00 _ 


; 47,500 approximate average inventory for fiscal 


period. 


The initial inventory plus purchases, or cost of manufactured 
goods, minus the inventory at the close of the period is the cost 
of sales. If an actual inventory is not taken, the approximate 
cost of sales may be obtained by either of the following methods: 


1. Divide the net sales by 100 per cent. plus the per cent. of 
mark-on based on cost, or 


2. Multiply the net sales by the gross-profit rate based on sales; 
then deduct the result from the net sales. 


If the approximate cost of sales, computed as above outlined, 
is deducted from the sum of the initial inventory and purchases or 
cost of manufactured goods, the result will be the approximate 
inventory. 

The rate of mark-on based on cost and the rate of gross profit 
based on sales are not the same. This, of course, is due to different 
factors entering into the computation. If a merchant’s average 
mark-on based on cost is 50 per cent., his gross profit based on 
sales will be 331% per cent., or a net difference of 1624 per cent. 
Perhaps an illustration will make this more clear. 
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Assume that the records of a department store reflect the 
following transactions: 

















Purchases Rate 
at of Sale Gross 
cost mark-on price profit 
Department A............. 100.00 50% 150.00 50.00 
Department B... ... 100.00 75% 175.00 75.00 
Department C... eae 40% 140.00 40.00 
Department D. ~ aoe 35% 135.00 35.00 
BOO. 2's ; 400.00 200% 600.00 200 . 00 
Average...... - 50% 
eg ; ; 600.00 100% 
Inventory . . ; 200.00 
Purchases... . ee 600.00 
SE A ti aavn ce iaeoniee 800 . 00 
Deduct: 
Inventory ieaaenn 400.00 
Cost of sales... eee ree oe 400.00 663%4% 
CE ks 6s avn vudinnas 200.00 33%% 


If a gross profit of 331% per cent. on sales is desired, it is essen- 
tial that the rate of mark-on based on cost be known. This rate 
may be found by the following formula: 


100% = Sales 
66 3%4 % =Cost of sales 
33% % =Gross profit on sales 
Therefore, 
100% — 3334 % = 6634% 


=50% required mark-on based on cost, to yield 33%% gross 
profit on sales 


334% 


66% o/ 


The rate of merchandise turnover is found by applying the 
following formula: 


Cost of sales 





: — = Rate of turnover 
Average inventory at cost 


Suppose a department store found that the average inventory 
for department A was $50,000, and the cost of sales for the same 
period was found to be $150,000. What is the rate of turnover? 


Solution: 
150,000.00 


- a = 3 . > ‘ 
50,000.00 , rate of turnover 


This indicates that the amount invested in merchandise has 
been turned three times. 

If this department had merchandise available for sale worth 
$175,000, the sales amounted to $165,000, the average mark-on 
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was 25 per cent. and it was desired to determine the approximate 
inventory, the solution would be as follows: 
100% +25% = 125% 
ee 132,000.00, cost of sales 
175,000 .00— 132,000.00 = 43,000.00, approximate inventory 

The number of turnovers is not the same in all types of busi- 
ness. They will perhaps vary from one to twenty times, depend- 
ing on the kind of business concerned. If the turnovers are 
numerous, the prospects of a large profit at a small mark-on are 
more favorable than where the mark-on is large and the turnover 
small. If the capital is limited, frequent turnovers will yield a 
profit equal to that produced by turning a larger capital less 
times in a year. If a merchant can turn $1.00 eight times in the 
course of twelve months, he will use one eighth of the capital 
that would be required if the rate of turnover were one, and, in 
addition, will make as much or even more profit. 

For illustration, assume that a merchant had a mark-on, 
based on cost, of 40 per cent., with a turnover of one. He found 
by using a mark-on of 25 per cent. that he had a turnover of two. 
If his former sales were $275,000 annually, by how much were 
his gross profits increased, provided he continued to use the 
same investment in merchandise? 

Solution: 

100% +40% = 140% 
275,000 .00+ 140° = 196,428.57, cost of sales 
275,000 .00— 196,428.57 =78,571.43, gross profit 
Under the new policy, the $196,428.57, cost of sales, is turned 
twice, or an equivalent of $392,857.14 annually. 
392,857.14 25% =98,214. 28, profit 
98,214.28—78,571.43 =19,642.85, net increase in profit due to mark-on 
having been lowered and the rate of turnover 
increased. 

Suppose we go a step further by way of illustration. If it is 
desired to make the same amount of profit under the new policy 
that was made under the old policy, how much of an investment 
in merchandise would be required ? 

Solution: 

78,571.43+ 25% =314,285.72, cost of goods sold to make $78,571.43 
proht. 

Inasmuch as the volume is used in two turnovers, the amount 
of capital required would be found by dividing the cost of goods 
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sold by two. Therefore, $314,285.72 + 2 = $157,142.86, investment 
in merchandise to make $78,571.43 profit. By deducting the cost 
of sales under the new policy, viz., $157,142.86, from the cost 
of sales under the old policy, viz., $196,428.57, it is found that the 
same amount of profit could be made with $39,285.71 less invested 
in merchandise than under the old policy. 
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Accounting in Soviet Russia 


By V. A. DIAKONOFF 


In discussing accounting in modern Russia one must first recog- 
nize that the profession is under the special guidance of a socialis- 
tic government régime. Aside from the general merits or demerits 
of the socialistic doctrine, its powerful influence on accounting in 
Russia can not be ignored. 

The interference of the state in the most minute affairs of in- 
dustry and commerce results in a constant check upon all methods 
of record keeping and reporting—not merely for tax purposes, but 
to insure governmental control of all economic activities. It is, 
naturally, to the advantage of the state to have all its producing 
and distributing organs constructed in an analogous way and man- 
aged by the same methods of accounting and statistics. Uniform 
methods and principles of cost finding are obligatory in the vari- 
ous industries. Uniform classification of items of expenditure 
and a standard nomenclature of accounts are required. 

This situation may be contrasted with that in the United 
States as described in the article, Uniform Cost Accounting Meth- 
ods of Trade Associations; the Legal Aspects, by Benjamin S. Kirsh, 
in THE JOURNAL OF ACCOUNTANCY for May, 1928. 

The accountant in Russia, whatever his personal inclinations 
and qualifications, must defer to that huge force, the state. He 
must constantly be on the lookout for rules, regulations and laws 
promulgated by certain central authorities, dealing with business 
in general and even with individual details, such as labor, ma- 
terials and expenses, which add to the accountant’s worries. 

There is little left to the accountant’s imagination and under- 
standing. Practically everything is predetermined and pre- 
scribed in the exhaustive instructions of controlling centers. He 
is told how to construct his balance-sheet, and even the correla- 
tion of accounts is being established in such a way as to preclude in- 
correct posting and errors in describing operations. 

The main regulating and controlling bodies demand that bal- 
ance-sheets of concerns subordinate to them correctly display the 
results of business activities in strict compliance with the regula- 
tions. The authorities, it must be remembered, regard the bal- 
ance-sheet and profit-and-loss statement from a peculiar view- 
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point. They in no way recognize profits as the primary aim of a 
concern’s operations. ‘The correct application of capital entrusted 
to firms by the state is their particular care. Accumulation of 
profits is strictly limited by the state to suit its plans for national 
progress and welfare. 

The tax agents (‘‘people’s commissariat for finance”) are 
directly interested in the profits of business and they analyze the 
balance-sheet accordingly. Errors in the statement of expendi- 
ture, depreciation, inventory, losses and other items offsetting 
gross income are their principal concern. Tax agents also insist 
on the correct statement of turnover, which is subject to taxation. 

The ‘‘workmen’s and peasants’ inspection commissariat’”’ is 
mainly interested in the correct organization of business enter- 
prises and in proper planning and budgeting. It performs an 
onerous task in checking every unit in order to insure compliance 
with the laws and with the decisions of the communist party. 
This commissariat controls the campaign for ‘‘a régime of econ- 
omy” and enforces the fixed orders of the party to curtail the 
percentage of overhead and administrative expenses. 

It is clear how great a responsibility is imposed upon the ac- 
countant in any specific enterprise. He must cope with so many 
interests, both inside and outside the business, that he is often the 
center of attraction. He must act as advisor to the management, 
as instructor to his juniors, as comptroller and as auditor acting on 
behalf of the enterprise and of the state. He must be fully con- 
versant not only with all modern scientific and practicable devel- 
opments in accounting, but with all the laws and regulations 
issued by numerous governmental institutions. 


PROFESSIONAL ASPECTS 


In Russia there are no independent auditors nor firms of public 
accountants to assist the management of an enterprise. Every 
business must employ its own accountant to fulfil its particular 
needs in the great chain of official requirements. 

There is, however, a supreme accounting authority—the State 
Expert Accountants Institute, organized under the auspices of 
the workmen’s and peasants’ inspection commissariat. This 
organization does not serve individual purposes or miscellaneous 
needs. Its members, usually the accountants of big trading or- 
ganizations, are chiefly employed by the courts to give practical 
and scientific testimony in cases where books of account are sub- 
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mitted as evidence in litigation. Members of the institute are 
also sometimes appointed by the authorities to reorganize ad- 
ministrative methods or install accounting systems in enterprises 
which encounter difficulties in such matters. 

A more or less private help to business units and their account- 
ants or bookkeepers is rendered by the Association of Account- 
ants, organized and controlled by the Clerks’ Trade Union. This 
association maintains a group of consulting experts to deal with 
various accounting problems encountered by the management or 
the employees of a business. Members of trade unions receive 
this assistance gratis. The scientific council of the association 
closely watches developments in the science and practice of ac- 
counting and submits to the membership particularly significant 
problems which come to its attention. Such questions are dis- 
cussed at meetings of the association or in its publications, of 
which there are three, each adapted to the needs of a certain type 
of reader. The State Expert Accountants Institute also issues a 
monthly magazine, making four such publications in Moscow 
alone. 

The association also carries on a series of lectures and practical 
courses on technical accounting subjects, and it controls the 
accounting curricula of various business theory and practice 
courses—both communal and private ones—throughout the 
country. 

There are no such organizations in Russia as the English 
chartered accountant students’ societies or American institutions 
which train young men for the certified public accountant certifi- 
cate. The title of ‘expert accountant” is bestowed on members 
of the State Expert Accountants Institute who are admitted after 
adequate theoretical preparation and professional experience. 

The rights and duties of the accountant are virtually provided 
for in a series of special regulations, and he is permitted to exercise 
authority and discretion in accounting matters, even to the 
extent of refusing to execute orders of the management if they 
seem to him to be illegal. In case of a difference with the manage- 
ment on such a question the accountant may appeal for support 
to the workmen’s and peasants’ inspection. 


PECULIAR FEATURES OF THE SOVIET BALANCE-SHEET 


Leaving banks out of consideration, the balance-sheets of in- 
dustrial and commercial enterprises in soviet Russia are valued, 
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constructed and audited under the auspices of the two important 
bodies of the socialistic economy to regulate trade—the commis- 
sariat for trade and the supreme council for national economy. 

The object and scope of the balance-sheet are in some respects 
peculiar. Unlike the balance-sheet of capitalistic economy the 
soviet balance-sheet can not include among assets the value of 
land or its minerals. Land is the property of the state as a whole 
and merely the acreage is shown on the balance-sheet in a special 
footnote, for statistical purposes only. The forests may be sold 
by the forestry departments to lumber companies, which can then 
show this asset in the usual way and in the amount of stumpage 
for which payment has been made. 

Goodwill, franchises and similar intangible assets are also 
excluded from the soviet balance-sheet. Such conceptions can 
not exist in socialistic enterprise. They are foreign to the busi- 
ness psychology of the country in general. Some consideration is 
likely to be given the question of premiums paid for inventions 
and important improvements—as a feasible and depreciable asset 
to the concern. 

Contingent assets or assets which are not actually owned by an 
enterprise, but are accounted for systematically and recorded in 
accounts under the double-entry system, are understood to be 
‘‘out-of-balance-sheet’’ accounts and are shown under the totals 
of assets and liabilities in the same amounts. For example: 


Assets Liabilities 
(a) Material values under trust re- (a) Creditors for depositors) per trust 
ceipts and on consignment receipts or consigners 


(b) Debtors for collateral securities (b) Collateral securities issued 
(c) Notes receivable, guaranties and (c) Creditors per contra 
other securities received as col- 
lateral on loans, etc. 
(d) Leaseholds (d) Owners of leased property 


This should suffice to emphasize the peculiar tendency of Rus- 
sia’s requirements for explicitness and reality in the balance-sheet. 
Actual values at the disposal of the enterprise and its responsi- 
bilities are the prime considerations. 

In valuation of balance-sheet items, again, a special viewpoint 
of socialistic economy is evident. All material values must be 
shown at cost—the market price is never a basis of valuation. 
Certain fixed prices are published periodically by the commissariat 
for trade and they must be strictly adhered to by all trading units. 
It is permitted to show a reserve for possible loss in sales of the 
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future year, in view of the unchanging tendency of the state to 
protect purchasers against excessive prices. 

Depreciation of any asset should be shown only in a correspond- 
ing reserve. No writing down of book values is allowed. De- 
preciation rates are also established by certain authorities and are 
scheduled in advance. 

Doubtful debts on open accounts or on questionable notes, as 
determined by inventory committees, may be covered by reserves 
limited to the amount of actual possible loss estimated. Bad 
debts are written off to profit-and-loss account as usual. 

It is clear that since ‘“‘surplus”’ is the object of national care and 
elucidation the problems of balance-sheet valuation are subject to 
strict control by the various governmental agencies concerned. 
The construction of the balance-sheet and the profit-and-loss 
account becomes an onerous task for the management and the 
accountant. Little wonder that the official date for presentation 
of financial statements to the proper authorities is December 31st 
—three months after the close of the fiscal year! 

Many exhibits and schedules supplementary to the financial 
statements must be carefully prepared to show tax agents, the 
central board of statistics and other officers the exact significance 
of all items in the balance-sheet and the profit-and-loss account. 


. 
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Interdepartmental Profits * 
By Eric A. CAMMAN 


When the completed products of a manufacturing department 
are either marketable or transferable to adjacent departments for 
further processing, is it desirable to transfer the products at selling 
prices, or is it better to transfer them at cost? 

A number of interesting problems arise in the endeavor to find 
an answer to this question. Some considerations, upon first 
thought, appear to be in favor of treating successive departments 
for the manufacture of marketable products as separate com- 
mercial units, each department as an operation by itself. It is 
plausible to argue that when some of the products made in a 
department are sold to customers at a profit, while some of the 
products are turned over to other departments, a profit should be 
credited to the producing department for both transactions. But 
other considerations soon present themselves which influence the 
judgment in the opposite direction, making it seem advantageous 
to handle interdepartmental transactions only at cost throughout. 

The further one enters into the subject, the more perplexing 
become the considerations. It is the object of this article to refer 
to a number of the reasons for and against each basis of figuring 
interdepartmental profits, with the view of stating the problems, 
so as to invite further study of them, not with the view of offering 
a solution at this time that would be generally acceptable. 

It is to be recognized at the outset that the question does not 
involve the propriety of eliminating internal profits from the 
inventories. The soundness of the principle of not declaring a 
profit until products have been sold is undisputed. The question 
is whether the benefits to be obtained from the course will justify 
adopting it, with the understanding that, if so, a suitable method 
of obtaining a correct statement of earnings must be devised. 

The question is not an academic one. On the contrary, it 
is very practical and is of increasing importance in the condi- 
tions which develop as the result of industrial expansion and 
combination. The conditions may vary from the simple to the 
complex. For example, it is not unusual in the metal-working 
industries to find that when a plant includes a foundry, castings 


* Address delivered at the annual meeting of the New York State Society of Certified 
Public Accountants, May 13, 1929, 
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are delivered to the machining departments at prices relative to 
those at which the castings could be bought from an outside 
foundry. By this means, a separate profit or loss can be ex- 
pressed for the foundry asa distinct venture. This may be taken 
as a simple case. Or a printing establishment may have depart- 
ments containing jobbing presses, cylinder presses and rotary 
presses. On each of these types of equipment certain forms of 
printing aredone. Some of these forms are completed within one 
department, but more extensive printing may require the use of 
the facilities of all the departments to produce the finished book or 
magazine. 

Extremely complex situations are met when a string of plants 
is operated by one company or by associated companies under a 
codrdinated management. Usually, in such cases, the properties 
formerly were those of separate and competing businesses. 
Therefore not only is it probable that the products of the com- 
bined enterprise are very numerous and are made in large quanti- 
ties, but it is likely as well that similar departments exist and that 
the same kinds of products are made at different plants. For 
example, in the making of copper-wire products, a corporation 
may own a number of plants. At one plant, the major depart- 
ments may consist of a rod-mill, a wire-mill and a rubber-covering 
department. In the rod-mill, copper bars, which are about five 
inches square and five feet long, are drawn through dies into 
copper rods, say, one-quarter inch in diameter. The rods are 
salable in this form, or they may be transferred to the wire-mill. 
In the wire-mill, the copper rods are drawn through finer dies 
into copper wire of many different sizes. The copper wires 
can be sold at this stage, or they can be transferred to the 
rubber-covering department, where insulation of various kinds 
is applied. 

At another plant of the same organization, the first department, 
the rod-mill, may be lacking, so that it is necessary to buy copper 
rods as raw material. At still another plant, the facilities may 
begin at the stage of insulating, so that for this plant, wire must be 
bought as raw material—wire similar to that which might be 
produced in the second department of the first plant. 

It will be evident that, in situations of this kind, the principal 
departments are major commercial operations which are com- 
parable to individual competitive businesses, the products of 
which are sold in a market subject to the competition of other 
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concerns engaged mainly or solely in making the products of one 
of the departments. 

The question as stated, however, is not put with regard to the 
transfers of products between different plants. When the trans- 
fers are between different plants, it may be advisable to ship at 
market prices or at a preferred discount therefrom, so as to afford 
a profit to the producing plant; particularly if separate corporate 
entities exist with minority stock-holding interests. 

When we come to apply similar reasoning to the question 
whether or not it is advisable to adopt a like course with reference 
to transfers of products between departments in the same plant, 
the advantages and disadvantages are not so clear. It is equally 
desirable to gauge the adequacy of return and the effectiveness of 
operation in major departments, but some difficulties come up if 
this is to be done by the introduction of an anticipated profit in 
the cost of products to be further processed in the same plant 
before being sold. 

The principal objects which may be advanced in favor of taking 
interdepartmental profits are (1) to judge the effectiveness of 
management, (2) to determine manufacturing policy, and (3) to 
measure the adequacy of return upon investment. 


JUDGING THE EFFECTIVENESS OF MANAGEMENT 


Net earnings—the last figure on the last line—is one of indubi- 
table interest. It hasa popular appeal. It is easy to read and, 
of course, it is the ultimate criterion of management. 

It is to be appreciated also that a knowledge of and a share in 
profits by leading executives and department heads is a desirable 
thing. When this is accomplished under a well formulated plan, it 
becomes one of the important factors in management for obtaining 
effective control. 

If products received from prior departments are, in effect, 
bought from those departments just as if they were bought outside 
and, in turn, if the products of the immediate department are sold, 
either to customers or to other departments, the resulting profit is 
expressed for each department on its own footing, and the effec- 
tiveness of operation may be apparent. The amount of the depart- 
mental profit, taken in relation to the capital invested for the 
department, will indicate whether the rate of return is satisfactory 
or unsatisfactory. In the case of products on which insufficient 
margins are obtained, or on which even a loss may be incurred, the 
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practice of turning them over at market prices will have the effect 
of placing the loss in the account of the department in which the 
article is made, instead of passing the loss along to the department 
which has the ultimate product to sell. 

On the other hand, opposed to these reasons in favor of charging 
interdepartmental profits (with particular reference to judging the 
effectiveness of management) are a number of considerations. 
First, if this course is to be adopted, the difference between produc- 
tion and sales must be taken into account. That is, the profit 
must be figured upon production irrespective of sales; products 
must be billed to warehouses or process storerooms as well as to 
other departments. Otherwise a low profit may appear at a time 
of high production, or vice versa. The procedure will cause patent 
difficulties in the setting up of inventories at selling prices with 
corresponding reserves for profit. 

The expression of departmental profit may be misleading, be- 
cause the results would be subject to influences which have no 
bearing on the effectiveness of manufacture. Sales or adminis- 
trative policy may enter in, causing losses or unfavorable vari- 
ances which may fall in particular departments. It is quite possi- 
ble in these circumstances to show a loss for a department which 
has really been operated unusually well. This would be dis- 
couraging, if profit is to be the measure of accomplishment. 

The practice of measuring accomplishment by profits puts a 
premium upon departmental advantages. It may lead to bicker- 
ing between department heads as to the prices which should be 
charged for products, and as to which products should be made 
and which should not be made. It will be natural for department 
heads, if they are to be judged by their profit showing, to feel that 
they should have a voice in decisions, relating to products made in 
their departments, which wiii attect their profit showing. This 
would have a tendency toward disorganization, because manu- 
facturing men would become involved in questions of sales 
policy. 

It should be noted, too, that if departmental profit is to be taken 
it will be necessary to make suitable charges thereagainst for a 
share of the shipping, selling and general expenses. Otherwise 
the margin on internal transfers would be clear gain to the 
producing department, while all the expenses of selling, ship- 
ping and collecting incurred later would fall in another de- 
partment. 
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DETERMINING MANUFACTURING POLICY 


The second object is to determine manufacturing policy. Com- 
parisons will be sought between the costs of like products made at 
one plant and at another, either to decide whether the methods 
employed at one are more efficient than at the other, or to decide 
which is the place at which to manufacture most advantageously. 
If at some plants materials must be bought, while at others they 
are fabricated, the materials would be higher in cost at the plants 
where they have to be bought outside. The introduction of a 
profit to the fabricating departments, so that the cost of materials 
to subsequent departments would be as if the materials had to be 
bought, would smooth out the disparity between the plants and 
facilitate the comparison of costs. Then, too, the benefit of cost 
to make over cost to buy would be disclosed by the extent of the 
profit on products transferred. 

Counter to these arguments, it may be said that comparisons 
between the costs of products made at different points can not 
well be made by examining total costs. It is always necessary, in 
order to reach conclusions, to make such comparisons in more 
detail. When this is done, the disparity which is due to buying 
materials outside at one plant and fabricating them at another can 
be brought out, if the accounting procedure embodies the features 
of standard costs, so that the effect of this condition will be 
apparent. It is not essentia! to transfer the products at market 
for the purpose of cost comparison. Nor is it essential to do so to 
ascertain the gain in cost to make over cost to buy, for this can be 
computed equally well by estimating the difference in costs for the 
quantities involved. Moreover, it may be good policy to manu- 
facture materials, even though at a higher cost than the materials 
could be bought, for the sake of control over the fabricating 
processes. 


MEASURING RETURN UPON INVESTMENT 


The third object in figuring interdepartmental profits is to 
ascertain whether or not a proper return upon capital invested is 
being realized, by departments. If interdepartmental profits are 
taken, then, as mentioned, the net earnings of each department 
may be set against the capital invested. The information is 
important, either for fixing selling prices or, when selling prices are 
set, for deciding whether a line of activity is profitable or not. 
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The question is whether or not the proposed means of obtaining 
the information is the best. 

If each department were to transfer products at prices equiva- 
lent to selling prices at the current stage of manufacture, a basis 
would be furnished for setting subsequent selling prices, or for 
reading subsequent profits, upon progressive costs that pre- 
sumably would include adequate provision for return on the in- 
vestment in prior processing departments. If this provision were 
true, and safe to rely upon, this consideration would have weight. 
The trouble is that the proposed basis may be misleading, for any 
of the following reasons: 

(a) The margin on the products of a department may be ade- 
quate in the average, while the transfers from that department 
may not conform to the average. It is frequently the case that 
products are made in a range of sizes, and in such cases the 
products are sold at prices which do not afford the same percent- 
age of profit for each item. The curve of selling prices tends 
to be straighter than the curve of costs. The profit margin 
may be adequate on the line as a whole, if it is enough wider 
at the points of volume to compensate for the narrower margins 
on the lower volume of products necessary to complete the 
line. 

The basis would provide for profits, but not for losses. That 
is to say, if products are to be credited to departments at selling 
prices, what happens if some of the products cost more than their 
selling prices? The excess is retained as a departmental loss, and 
the effect of this retention would not be incorporated in the cost of 
the ultimate product in some remote department. 

(b) The margins might be inadequate in prior departments, but 
compensating wider margins might be obtainable on the products 
of subsequent departments, so that on the whole the manufacture 
and sale of the ultimate products might result in a profit that 
would be adequate for the entire investment. 

The introduction of interdepartmental profits may not only 
result in an erroneous basis for reckoning later profit margins, but 
the expedient may be ineffectual for the immediate purpose as 
well. Because (c) it will be discounted and (d) it will obviate a 
knowledge of cost. If interdepartmental profits are introduced 
into costs, the policy will be known, and the tendency will be to 
discount the effect of such introductions. It will be hard to dis- 
count the augmented costs accurately, for, as when interest is 
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included in costs, it is impracticable to learn just how much of the 
foreign element is hidden in any given case. 

While it is true that a cost often is not the immediate basis for 
setting a selling price, it is nevertheless a source of comfort to 
have a reliable knowledge of cost, if only to serve as a last line of 
retreat. The hazard of retreating to a line, the exact location of 
which is uncertain, is obvious. 


CONCLUSION 


On the whole, as thought is given to these various considera- 
tions, the impression grows that there is the danger of merely 
swapping new troubles for the old and familiar ones. 

For example, there would be the difficulties of determining the 
selling prices, in case it is the custom in the industry to base quota- 
tions upon changing market prices of materials, such as cotton, 
rubber, copper, etc., or in case of special products; and of deciding 
where departmentalization is to stop. For instance, one plant 
may make tools and dies for use; another may buy them; a third 
may have a department for making tools and dies for use and 
for sale to customers. Or again, at one plant power may be 
purchased; at another, power may be produced. Finally, 
what is to be done when transfers of products are made from 
a department in which they are manufactured to another depart- 
ment in which no further manufacturing is done, but to which 
the goods are consigned as the most convenient way of selling 
them? 

To recapitulate, we have the considerations (1) that to judge the 
effectiveness of management, an expression of earnings is a famil- 
iar and useful gauge of effectiveness, but that an expression of 
profit by departments may be less clear to judge the effective- 
ness of management of the departments; (2) that to determine 
manufacturing policies certain disparities in operating conditions 
can be smoothed out in order to put departments on a comparable 
basis as to materials, but that the desired comparisons can be 
made at costs suitably analyzed; and (3) that to measure the ade- 
quacy of return on capital invested an expression of profit accord- 
ing to the departments in which the products are made can be 
provided, instead of according to the departments in which the 
articles were sold, but that such expression of profit will not be 
a more distinct indication of the adequacy of return by lines than 
the more conventional accounting. 
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In conclusion, therefore, if the proposed expedient will not 
serve more clearly to judge the effectiveness of management and 
is not needed to determine manufacturing policy and will not 
bring out the adequacy of return on capital invested any more 
truly than the system of adhering strictly to costs, then the net 
result of its adoption would be greater complication without 
equal benefit. 
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EDITORIAL 


Since the supreme court of the United 
States handed down its decision in what 
has become known as the O’Fallon case, 
every financial newspaper and magazine in the country has com- 
mented upon the substance of the court’s decision. The question 
which seems to have attracted the most attention is whether the 
decision may lead to an increase in rates or not. Every public 
utility has a vital interest in the principles at issue in this cele- 
brated case, but it does not appear that the essential point has to 
do with rates. It goes deeper than that. The decision, as ac- 
countants read it, justified the contention, which most account- 
ants have long made, that the valuation of property can not be 
fairly based upon the cost alone. Common sense indicates that 
it is more nearly fair to say that the value of property is that 
amount of money which would be required if the owner of the 
property were called upon to reproduce it at the time of valuation. 
As a matter of fact, it seems quite ridiculous to say that assets ac- 
quired in a period of low prices, such as that which preceded the 
world war, should be valued at cost, when everyone knows that 
the cost of reproduction now would be two or three times as great. 
There were many collateral questions involved in the case of the St. 
Louis and O'Fallon Railway, an infinitesimal road which runs a 
total distance of nine miles. The very smallness of the property 
made it an excellent retort in which to test the justice and fairness 
of the valuation which the interstate commerce commission had 
been willing to allow the railroads. The case had hung fire for sev- 
eral years and meantime the great railroads had been waiting to see 
which way judgment would go. Now that the decision has been 
rendered there seems to be almost as much uncertainty as there 
was before, largely because the attention of writers and other com- 
mentators seems to have been directed to the question of rates. 
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The decision is not an absolute, clear-cut 
dictum on the great question of cost 
valuation. In some ways it is remark- 
ably like a compromise. For example, at one point in the deci- 
sion the court says, ‘‘No doubt there are some, perhaps many, 
railroads, the ultimate value of which should be placed far below 
the sum necessary for reproduction.”’ It seems, therefore, that 
the supreme court instructs the interstate commerce commission 
to walk in the middle of the road. It warns against walking on 
either side. It is unfair and unreasonable to fix the valuation at 
the figure of original cost and it may be unfair to fix the valuation 
at the present cost of reproduction new. It is now the difficult 
task of the interstate commission to find out the exact point at 
which the value should be placed. Some authorities have esti- 
mated that the difference between the two bases of valuation in 
the case of the railways of this country would approach twenty 
billions of dollars. If this guess is anywhere near the truth, every 
penny involved in the little O’Fallon railway has a significance of 
tremendous importance. The whole business structure of the 
country is so largely founded upon cheap and efficient transpor- 
tation and other services rendered by public-utility companies 
that the question of what shall be allowed as reasonable return 
upon investments in the case of such companies interests every 
business man. It seems to some critics rather a pity that the 
supreme court could not lay down a fixed rule which would apply 
to the valuation of all properties. Indeed it is a pity that many 
perfect things are still unaccomplished. It may be fitter to ask 
what could have been put forward by the supreme court which 
would meet the requirements in all cases. Men who have de- 
voted their lives to the study and practice of accountancy are 
quite aware of the impossibility of making rigid rules for the 
determination of values. There are so many factors which might 
enter into the value of a public-utility company’s property that he 
would be foolhardy who would attempt to make the decision by 
any rule of thumb. The most that can be accomplished is an ap- 
proximation. IntheO’Fallon case the supreme court has given a 
hint as to method, but not much more. The importance of the 
decision lies not in its precision but rather in its counsel of moder- 
ation. Many people believe that the interstate commerce com- 
mission in the past has been somewhat inclined to lay down 
rules and to stick to them because they were laid down. The 


The Decision a 
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commission has been slightly unyielding, or perhaps stubborn, and 
it is gratifying to know that the highest authority of the land 
demands a middle course. The questions of rates, investment 
values and other related subjects will be answered by process of 
time. No one can foresee precisely what will be decided in the 
case of any one railway or group of railways. At present the 
country may congratulate itself that the absurd theory that cost 
of original production is cost for all time has been killed. 


A correspondent, whose word hereto- 
fore has always been credible, makes 
the astounding statement that certain 
banks have neglected to give him confirmation of securities in 
transfer which he required in order to certify to the accounts of a 
brokerage concern. The correspondent says that he has com- 
pleted his work but is unable to render his report until the desired 
information can be obtained. He even goes to the absurd ex- 
treme of saying that some banks make a charge for confirmations 
and that some others have absolutely refused to confirm. Of 
course, all this is utter nonsense. We know from years of experi- 
ence, from the utterances of countless bankers and from a mass of 
correspondence which is overwhelming, that no banker would do 
anything to interfere with the progress of an audit. It is upon the 
audit that the banker most relies and it is his chief ambition in 
life to assist by all the means in his power the most searching 
thoroughness in all that an auditor does. The statement that 
some banks make a charge for confirmation is insulting to all 
bankers. Such avarice is inconceivable. It is unfortunate that 
the correspondent who makes these unfounded charges desires to 
remain anonymous and refuses to permit publication of the names 
of banks which he accuses. As we have said, the man is an honest 
man and bears a good reputation in a somewhat discriminating 
community, but he does not wish his name to be known now— 
he merely reports what he describes as a fact and hopes that some- 
one can do something about it. 


Slandering the 
Bankers 


Why Hide the Suppose, merely for the onke of argu- 

Truth ? ment, that there were any truth in these 

outrageous charges. It now becomes 

of interest to inquire—as a matter of pure speculation—what 

could animate any banker who would refuse to assist 
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the search for truth. Has the accountant’s certificate no more 
significance than the name of the accountant? We have heard of 
bankers who are said to have said that they never read a certifi- 
cate but depend solely upon the general reputation of the signer. 
For such a banker our correspondent might render a report saying 
that nothing had been verified and that he could not do more than 
express a faint and unfounded hope that all was well. If his name 
were appended that would satisfy such a banker. But, naturally, 
one can not believe that there are bankers of that sort. Every 
meeting of bankers is vocal with virtuosity. The bankers are the 
great truth seekers and when the more or less humble lawyer or 
accountant comes along and seeks information it must be sup- 
plied, fully, frankly and without prejudice. To come to the in- 
stant case, how could the audit of a brokerage concern have value 
if there were nothing to indicate the accuracy of the records of 
securities in transfer? In a market so active as that we have 
today, the value of securities in transfer is colossal. That one 
item in the accounts of many brokerage concerns is the most im- 
portant of all. But why tilt at windmills? Our correspondent 
may say if he will that three of the largest trust companies in the 
city of New York refuse to confirm. It is incredible. 


As a further proof that bankers are in- 
creasingly dependent upon the _ thor- 
oughness of accountants’ work, it may 
be appropriate to draw attention to the opinion of ‘‘a prominent 
banker’’ which appears in the Bulletin of the American Institute 
of Accountants, dated June 15, 1929. This banker is reported 
to have written: 


Yet Another Banker In- 
structs the Accountant 


“With reference to your inquiry, I believe the verification of inventories 
by accountancy firms undertaking audit work to be absolutely essential, 
and that the responsibility of the accountancy firm is thus established, and 
it is not to be excused where a balance-sheet is qualified upon the certifi- 
cate of the client as to the correctness of the inventories, and accepted by 
the accountancy firm without due and proper verification, and that the 
entire audit might just as well be foregone with the inventory verification 
omitted. We have always felt that accountancy firms engaged in under- 
taking the audit work of our clients should verify the inventories and 
accept full responsibility therefor by setting forth in the balance-sheet sub- 
mitted a classification of the merchandise stock together with a report upon 
the condition of all inventories. Naturally it is to be admitted that the 
accountancy firm does not furnish technical experts in the valuation of 
merchandise stocks, and in some instances must rely upon the knowledge 
and ability of the client or his personnel to do so. Win this exception as 
to the condition of valuation, we believe that accountancy firms should 
accept fulland unreserved responsibility for the verification of all the items 
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reflected by their statements and particularly with reference to the verifi- 
cation of inventories.”’ 

On the same page appears a letter from 
the president of a department store, who 
thoroughly endorses the opinion of the 
banker that the accountant should assume responsibility for 
physical count and valuation of inventory. There are very few 
accountants, we believe, who would subscribe to such a theory, 
but it is a rather popular notion among bankers that if possible the 
accountant should be made to assume the burden of responsibil- 
ity. Now, of course, it is impossible for any accountant to know 
everything, whatever an accountant here or there may think about 
it. Even if there were an omniscient practitioner of account- 
ancy, probably no one would believe in him. The man who could 
honestly certify to the absolute accuracy of the count and valua- 
tion of the stock of a jeweler and the stock of a steel corporation 
would be an abler person than the world has yet known. It is 
merely silly to profess ability to value and to count everything on 
earth. Accountants are called upon at one time or other to 
review the accounts of companies engaged in producing, manu- 
facturing and selling every known article of trade. In some cases, 
as everyone knows, the merchandise can be counted and perhaps 
valued. These are rare cases, and the banker who demands that 
the accountant shall assume responsibility for the accuracy of 
inventory, except in the most general way, is unwise in his day and 
generation. The accountant who accepts the responsibility is 
still more unwise. This is an old subject and has no particular 
importance at the moment, but it is noteworthy as an illustration 
of the desire of the banker that the accountant shall know every- 
thing and is a total refutation of the allegation that any banker 
would withhold proper information. 


Nothing Short of 
Omuniscience Will Do 


The examiners for the American Insti- 
tute of Accountants report an unusual 
number of delightful answers to ques- 
tions at the examinations held in May this year. In the examina- 
tion in auditing there seems to have been exceptional brilliance. 
One candidate, in response to a question as to procedure, says, 
‘First of all not being familiar with such a company, I would ask 
questions of the employees as to transactions (yet not letting 
them know how little I knew).’’ That candidate should take up 
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politics. Another defines a subsidiary corporation as “‘an invisi- 
ble individual organized under state statute.’”’ And another says 
that “‘a close corporation is one that does not make public all its 
affairs.”” A rising financier in the field of accountancy, in reponse 
to a question as to the advice which he would give to officers of a 
financial organization involving investment of large funds, replied 
that he would advise the corporation to sell out all its present in- 
vestments and to put its money into something he could recom- 
mend. A holding company is defined as one which “holds all the 
assets, but has nothing to do with the operating end of the busi- 
ness.’’ This answer might have been written by one who had 
been reading too many text books. A candidate, describing his 
procedure in the audit of a bank, says that he would “call a meet- 
ing of the directors and examine them under oath for any unusual 
transactions.”’ This sounds something like a clinic. And an- 
other candidate, answering the same question, says that he would 
‘take actual physical possession at once of all cash, notes, collat- 
eral, customers’ accounts, open accounts and savings accounts.” 
He does not say where he would go with them. A young man 
who has given thought to the problem of a bank audit has devised 
a new method. He says in his examination paper that ‘‘if there 
is a large number of auditors they should wear buttons in their 
lapels.” This is evidently a mere fashion note. The life of the 
examiner is really a merry one and full of pleasant incidents. For 
example, think of having to read and interpret the following sen- 
tence: ‘‘The accompanying working papers were first conceived ; 
however, in filling it in obvious discrepancies loomed and in the 
balance-sheet I have omitted the subscription accounts for even 
though all of the preferred stock holders have not surrendered any 
of their stock; likewise some of the common stock holders, there is 
nothing in the problem to indicate that they will not doso. They 
may not have had time to do it by March 31, 1929, as it takes 
time to call in certificates.’”” And yet candidates sometimes 
wonder that they do not pass the examinations. 


The next article on accounting termi- 
nology, supplied by the committee on 
terminology of the American Institute 


Committee on 
Terminology 


of Accountants, will probably appear in the August issue of THE 
JOURNAL OF ACCOUNTANCY. The committee is now engaged in 
correcting for the printer the proofs of definitions prepared by it, 
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which are to be published in pamphlet form. The work is pro- 
gressing well, but the committee has expressed the hope that 
members of the Institute and other accountants will send in sug- 
gestions as soon as possible. The committee desires to add all 
purely accounting terms that have not already been published. 
The definitions which have been printed from time to time in 
THE JOURNAL OF ACCOUNTANCY are to constitute the greater 
part of the forthcoming pamphlet. If any reader can think of 
terms which have not been defined but should be defined, the 
committee will be thankful for suggestions. 


There was occasion not long ago to 


Arkansas Falls ; ; 
speak in terms of strong commendation 


from Grace é 
of an act passed by the legislature of 


Arkansas with reference to income taxation and the recognition 
of the part which the public accountant plays in the preparation of 
tax returns. It is, therefore, all the more distressing to have to 
record the passage of what seems to be an altogether undesirable 
act by the same legislature. A bill, introduced in this year’s 
session of the Arkansas legislature became act No. 167, ‘‘To au- 
thorize the employment of certified public accountants to audit 
continuously the books and records of the state highway commis- 
sion.”’ In brief, this act provides that the governor, the secretary 
of state, the attorney-general, the state treasurer and the state 
auditor are authorized and directed to contract with three 
“licensed firms’’ of certified public accountants to furnish the 
services of one ‘‘auditing accountant’’ each to the state for the 
purpose of auditing the affairs of the state highway commission. 
Contract price for services is not to exceed $325 a month and ex- 
penses. Contracts are to run for a period of two years but no 
“individual auditor shall serve as an auditor . . . two consecu- 
tive years—the intent being that all auditors would be changed 
once a year.” The contracts are to provide that the three audi- 
tors engaged shall formulate a working agreement and the reports 
‘associated certified 
public accountants.’’ There are other sections of the act which 
are almost equally ridiculous but not important. Fortunately 


shall be signed by the three auditing firms as 


for the good name of Arkansas, the state board of accountancy 
took action and issued a statement which deserves quotation in 
full: 


“Tt appears that the board authorized by act No. 167, passed by the 
general assembly of the state of Arkansas, has intimated in an article in the 
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Arkansas Gazette, April 14, it will continue to attempt to secure the services 
of certified public accountants for an audit of the highway department. 

“The state board of accountancy, after duly considering act No. 167 
from all angles, must place its disapproval upon the act and upon the 
carrying out of the provisions of such act by certified public accountants. 

“In the general nature of accountancy and the duties of one certified 
public accountant to another and to the profession, it is unethical for a 
certified public accountant to engage in this work. 

“Rule No. 6 of the rules of professional conduct, as promulgated by the 
American Institute of Accountants, reads in part: 

““* No member or associate shall certify to any accounts, exhibits, state- 
ments, schedules or other forms of accountancy work which have not been 
verified entirely under the supervision of himself, a member of his firm, one 
of his staff, or a member or an associate of this institute.’ 

“We feel certain that no member of the legislature which passed this 
act, if he were ill, would desire to employ three physicians to prescribe for 
him jointly; nor, if he had a bad tooth, would he want three dentists to work 
on itatthe sametime. The certified public accountant is to the business 
world what the physician and the dentist is to the personal world, with 
this proviso—that he is usually called in before the business’ illness be- 
comes acute. 

“ Analyzing act No. 167, it appears that the highway commission is very 
desirous of having its accounts verified by members of the accounting pro- 
fession and, assuming that this desire, as set forth in the preamble to act 
No. 167 was sincere, it would appear that a proper measure should have 
been taken to have had a complete and intelligent analysis of the activities 
of the highway commission, since the inception of the Martineau road law, 
made by a firm of certified public accountants of recognized ability who are 
amenable to the state accountancy act. 

‘* As before said, if the highway commission is sincere in the preamble to 
act No. 167, it would appear that arrangements should be made to have an 
analysis made of the activities of the highway department by a single firm 
of certified public accountants on the basis of a regular audit. 

“ The ramifications of the work of the highway department are such that 
the firm engaged in this service would have to include as part of its staff 
engineers of recognized ability and one or more of the legal profession to 
interpret some of the items which would have to be analyzed.”’ 


There does not seem to be much that can be added to the argu- 
ments adduced by the president and the secretary of the state 
board of accountancy. They might have added something about 
the apparent effort to create a super-firm to be known as “‘ Associ- 
ated Certified Public Accountants.’’ That proposal seems to call 
for passing notice, but the serious part of the whole plan is that 
the act indicates a total absence of knowledge of what constitutes 
the duty of a professional man. Rumor reaches us that the ac- 
countants of Arkansas are not inclined to accept the contracts 
which are authorized by the new law. Some time ago we sug- 
gested that the answer to the problem of bidding was abstinence 
from bidding. If no one would offer his services in response to 
advertisement or other attempt to obtain bids, another method 
would be found. Apparently the Arkansas accountants have a 
similar notion, and if, as it is reported, they refuse participation in 
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all such absurdities as the new highway act would perpetrate, 
reform will be achieved. 


Readers of the Bulletin of the American 
Institute of Accountants are familiar 
with the employment exchange which 
was added last summer to the long list of the Institute’s activi- 
ties. It was begun as an experiment, but although it has been 
conducted on a very small scale, it has been of service in a number 
of instances. As long as it appears to be desired by the member- 
ship it will probably be continued. The procedure is simple. 
Applicants for staff positions are requested to submit appropriate 
information on a registration card. The Institute makes no in- 
vestigation of applicants’ records, but merely relays information to 
firms which request it. Each applicant who is not a member or an 


The Institute’s 
Employment Exchange 


associate is interviewed by a member before his application is ac- ’ 
cepted. The qualifications of several typical applicants are pub- 
lished, without names, in the Bulletin, and firms in need of men 
indicate the kind most suitable for their purposes. Firm and ap- 
plicant are put in communication with each other—and there the 
Institute’s participation ends. No fee has been charged for the 
service. In general the applicants who have availed themselves 
of the service have been desirable, and some firms have been 
much pleased with the men referred to them. Several members 
of the Institute, who wished to move to new vicinity, have wel- 
comed the opportunity to undertake negotiations with possible 
employers through the confidential channel afforded by the ex- 
change. This new venture must not be confused with the bureau 
for placements, which supplies college graduates as junior assist- 
ants. The employment exchange does not undertake to assist 
inexperienced juniors. Its service is available only to men who 
have had public accounting experience. There seems to be a real 
need in the profession for machinery to assist firms in dealing 
with the vital question of staff personnel, and the employment 
exchange is an attempt to meet that need. 











Income-tax Department 
EDITED BY STEPHEN G. RUSK 


Upon reviewing the court decisions on federal tax matters during the 
period between May 14th and June 6th of this year, the startling fact became 
apparent that out of forty-five cases brought to court the taxpayer won a 
favorable adjudication in only nine. 

When it is remembered that before these controversies reached the courts 
the contentions were carefully considered by the commissioner and the United 
States board of tax appeals, it seems strange that the contending taxpayers’ 
cases were not sufficiently clarified to render possible settlement without 
recourse to the courts. 

Confronted with this remarkable situation, a number of questions impress 
themselves upon one’s mind. Are the courts captious? Some of the decisions 
seem to indicate that such is the case. Are the taxpayers captious? A con- 
siderable number of the cases indicates this to be the fact. Are the laws 
ambiguous, and does the language need interpretation? It appears so from 
reading the arguments and conclusions at law in a number of cases. 

If the cases reviewed within the period mentioned are typical of results that 
can be expected by taxpayers, then it would seem in the interest of prudence 
not to contest the commissioner’s findings. A gamble of one chance to win 
out of five seems not alluring to one who has real money at stake. 

Another fact worthy of consideration is that in almost every case of litiga- 
tion the commissioner’s attorney must prove the righteousness of his conten- 
tions by cross-examining the plaintiff's witnesses. Very seldom does he present 
any witnesses on behalf of the commissioner, but, with a few items of docu- 
mentary evidence and the witnesses for the plaintiff, he seems to have no diffi- 
culty in refuting the claims which have been carefully thought out, presented 
with thoroughness and zealously urged. It does not seem possible that the 
government’s attorneys can exceed the practitioners in ability and knowledge 
of the law, yet commissioner’s attorneys are handicapped also by lack of time 
to familiarize themselves with each case they must try. In many cases 
they go before the court after only a hurried reading of the data at issue and 
must gather during the presentation of the case by the opposing attorney all 
the knowledge of it that they can hope to obtain. 

Under these conditions the fact that they win four out of five cases seems to 
be a noteworthy achievement and, it is believed, should be food for thought for 
the tax practitioners. 

One eminent lawyer recently advised his client that there would be little to 
be gained by carrying a case to a court which reviewed decisions of the United 
States board of tax appeals, inasmuch as the court knew little of income taxes 
and would hesitate to reverse a decision of the board because the latter knew so 
much more about the subject than the court—not that the board’s decision 
could be considered accurate in the instant case, but that it was too wild a 
gamble to take that the court would get at the root of the matter. 

A final thought upon the subject is to the effect that if there were fewer trivial 
controversies taken to the courts for decision, there would be a greater chance 


for meritorious cases to be adjudicated properly. 
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A great deal has been said and written about the simplification of the income- 
tax laws, but it seems that the law is just as abstruse to the vast majority as 
was the act of 1917. One lawyer acknowledged to a puzzled client, who pro- 
tested to him about the involved language used to convey a certain thought, that 
the language was that of lawyers; that it was written by lawyers, and was for 
lawyers. Knowing, then, that the judges are lawyers; that the opposing 
counsel are lawyers, why should a mere taxpayer venture into such a beclouded 
atmosphere seeking a clarification of his tax questions? 


SUMMARY OF RECENT RULINGS 

A capital-stock bonus paid to the state of Pennsylvania on an increase of 
capital stock is not deductible, the Pennsylvania courts having ruled that such 
bonus is not a tax. (District court of the U. S., W. D. of Pennsylvania. 
Greensburg Coal Company v. U. S. of A.) 

A cash dividend declared in 1924 by a national bank used to pay for stock of 
a trust company under an agreement between the bank and the majority of 
the stockholders to allow dividends payable to them to be so used, constitutes a 
taxable dividend to such majority stockholders. 

\ reorganization within the meaning of sec. 203 (c) and (h), act of 1924, was 
not effected where a cash dividend declared by a national bank was used to pur- 
chase stock of a trust company organized to carry on business which the na- 
tional bank was not authorized to do under an agreement between the bank and 
the majority of its stockholders to allow dividends payable to them to be so 
used, such section not applying to the organization of an independent company 
engaging in dealings prohibited to the original company nor the application of 
dividends which, when declared, are the property of the stockholders, the sec- 
tion presuming a transfer of assets by the corporation itself. (U.S. circuit 
court of appeals, eighth circuit. John G. Lonsdale v. Commissioner.) 

Evidence of March 1, 1913, value of real property acquired by a corporation 
prior thereto, and carried on its books at the assessed value for local taxation 
purposes should be considered in determining gain or loss on the sale thereof in 
1919. B. T. A. affirming the commissioner’s determination for lack of proof 
is reversed to allow both the taxpayer and the commissioner to offer competent 
proof as to the fair market value of the properties on March 1, 1913. 

The evidence was held to establish that a transaction was a purchase of 
securities on behalf of others, and not a sale resulting in taxable gain. (Circuit 
court of appeals, second circuit. Bessemer Investment Co. v. Commisstoner.) 

Dividends declared and paid in 1919 as of December 5, 1917, under a court 
order directing a distribution from cash surplus on hand on July 31, 1916, are 
taxable income to the recipients in 1919 and not in 1917. (U.S. circuit court 
of appeals, sixth circuit. Alice G. Kales v. Fred L. Woodworth, collector.) 

Invested capital at the beginning of the taxable year 1917 of a taxpayer on 
the accrual basis should be reduced by the amount of federal income taxes for 
1916 

Invested capital for 1917 should be reduced on account of a tentative tax 
computed on net income in determining the amount available for the payment 
of dividends in such year where the books are kept on the accrual basis, and, 
where the amount of profits for the first six months of the year is shown, the 
average for such six months, instead of the average for the full twelve months, 
should be taken in computing the amount of the reduction of invested capital 
for 1917 by reason of dividend payments during such period. (Court of claims. 
American Bronze Powder Mfg. Co. v. U. S.) 

Interest paid by joint-stock land banks organized under the federal farm-loan 
act of July 17, 1916, on joint-stock land-bank bonds issued and sold in accord- 
ance with the provisions of such act, and secured by farmers’ promissory notes 
deposited with the proper farm-loan registrars, the proceeds of which bonds 
were used in making new loans to farmers, is deductible, the exception of sec. 
234 (a) (2) as to interest on indebtedness to purchase or carry tax-exempt se- 
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curities not applying. (Court of claims. The First National Bank of Chicago, 
a National Banking Association, v. The United States.) 

Loss sustained in 1917 on its investment in the stock of and on an open ac- 
count due from a corporation which liquidated in 1917, is not deductible for 
excess-profits-tax purposes, by a corporation owning all the stock of such corpo- 
ration. (Court of claims, Utica Knitting Co. v. The United States.) 

Amounts determined by the commissioner as a reasonable allowance for 
salaries paid to its officers by a close corporation in 1920 and 1921 were held to 
be reasonable, on the record, in the absence of an express contract for services, 
and judged from the viewpoint of profits made. (U. S. court of claims. 
J. Livingston & Co. v. The United States.) 

That portion of the amounts received in 1920 and 1921 as salary by an officer 
of a close corporation which was disallowed by the commissioner as a salary 
deduction to the corporation on the ground that it was unreasonable and repre- 
sented a dividend payment, though in no way predicated on stockholdings, is 
taxable in the hands of the recipient as salary, such sums having been received 
by the officer as salary, and not as dividends. (U.S. court of claims. John- 
ston Livingston v. The United States.) 

A claim for refund of 1917 taxes alleging that stock dividends received in 
that year are not taxable income is not an amendment to a prior claim for 
refund alleging that such stock dividends should have been allocated to years 
other than 1917. 

A credit is allowed within the meaning of the statute when the commissioner 
signed the schedule of refunds and credits as reported by the collector, under 
an inscription authorizing the disbursing clerk to make payment, and refund 
of an admitted overpayment of 1917 taxes, collected by the allowance of a 
credit against an overassessment, should be made where the claim for refund 
was filed within four years of the date of the allowance for such credit. (U.S. 
court of claims. Swift & Co. v. The United States.) 

A letter in protest of a proposed assessment of additional taxes is not a claim 
for refund. (U.S. court of claims. Semmes Motor Co. v. The United States.) 

The excess of the allowance for amortization of war facilities, apportioned by 
the commissioner to the taxable year 1918, over the taxable net income for such 
year was allowed as a deduction in determining net income for 1919, sec. 234 
(a) (8), act of 1918, giving the taxpayer the right to have the sums allowed as 
amortization deducted until the allowance is exhausted. (U. S. court of 
claims. Walter C. Palmer, trustee in bankruptcy of The Racine Auto Tire Co. 
v. The United States.) 

The proceeds of life-insurance policy issued on the life of a decedent, payable 
to his estate, should not be included in the decedent's gross estate where he had 
assigned such policy to his wife, since by such assignment, the decedent was 
divested of all right and title to the policy and was without authority to change 
the beneficiary or to exercise any control over the policy. The words 
“tall other beneficiaries’’ do not apply to the assignee of a policy payable to a 
designated beneficiary. 

The proceeds of life-insurance policies issued on the life of a decedent, payable 
to his estate, should be included in his gross estate. (U. S. court of claims. 
Martha A. Guettel and Arthur Guettel, individually, and Martha A. Guettel and 
Henry A. Auerbach, trustees for Edward Guettel under the will of Henry A. 
Guettel, deceased, v. The United States.) 

A distributee is not entitled to deduct, from income derived from securities 
prematurely distributed to her by the executor of an estate in process of ad- 
ministration, that portion of the federal estate tax paid in 1919 and deducted 
from the income of the estate by the executor, but contributed by the distrib- 
utee under an agreement with the executor at the time of the transfer to 
meet promptly estate liabilities. (U.S. court of claims. Eda Matthieson v. 
The United States.) 

An order of a district court requiring a witness to appear before an internal- 
revenue agent and testify and to produce certain papers during an investiga- 
tion relative to the tax liability of another is appealable. 
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The power of the commissioner of internal revenue, under sec. 1104, act of 
1926, and the corresponding provisions of prior and subsequent acts, to examine 
corporate books and papers is analogous to the power vested by analogous 
statutes in the federal grand jury to perform similar acts, and the fact that the 
corporation whose books and papers are required to be produced is not under 
investigation is immaterial. (Circuit court of appeals, eighth circuit. G. W. 
Brownson v. U. S. of America.) 

A corporation may not deduct in 1919 amounts representing a portion of 
1919 earnings credited on its books to certain employees under an agreement 
to pay to each of such employees as additional compensation for 1919 a per- 
centage of the net profits for 1919, subject to the conditions that such sums 
were to remain in and at the risk of the business and subject to pro-rata deduc- 
tion for losses incurred during the period of five years, and could not be with- 
drawn unless authorized by the president and unless the employee remained in 
the employ of the corporation during the entire period, since the events deter- 
mining the liability of the corporation to its employees could not occur until 
the expiration of the five-year period. (Court of appeals, District of Columbia. 
S. Nattove & Co. v. Commissioner.) 
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H. P. BAUMANN, Editor 
AMERICAN INSTITUTE EXAMINATIONS 

(Note.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official solutions 
of the board of examiners. They represent merely the opinion of the editor 
of the Students’ Department.) 

EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PART I 
May 16, 1929,1 P. M. to6 P. M. 
The candidate must answer the first four questions and one other question. 

No. 1 (35 points): 

Company C was formed, March 31, 1929, to acquire the interests of compa 
nies A and B by the purchase of their capital stocks as at December 31, 1928. 

The balance-sheets of companies A and B, as at March 31, 1929, were as 


follows: 
Companies 


J B 
Cash $ 45,000 $ 15,000 
Accounts receivable 235,000 28,000 
Inventories 500,000 50,000 
Land 50,000 10,000 
Buildings 600,000 90,000 
Machinery and equipment 900,000 190,000 
$2,330,000 $383,000 
Accounts payable—trade $ 90,000 §$ 48,000 
Bonds—8“% 880,000 120,000 
Capital stock 
Preferred, 6°), cumulative (par value $100 400,000 50,000 
Common (par value $100) 840,000 24,000 
Surplus— December 31, 1928 40,000 96,000 
Profit—Jan. 1 to Mar. 31, 1929 80,000 45,000 


$2,330,000 $383,000 


It was agreed that the fixed assets were stated on the balance-sheets at their 
sound values at December 31, 1928, and that depreciation rates for 1929 
should be 2 per cent. per annum on buildings and 6 per cent. per annum on 
machinery and equipment. 

The 8 per cent. bonds, on which interest had been paid to March 31, 1929, 
were to be retired at par out of the proceeds of $1,500,000 bonds to be sold 
March 31, 1929, by company C at 95. 

A construction fund of $400,000 is to be established out of the proceeds of 
the new bond issue and the money is to be deposited with a trustee. 

Preferred stock is to be exchanged, share for share, for preferred stock (par 
value $100) of company C. The common stock of company C is 12,000 shares 
(par value $100), all of which is to be issued to common stockholders of com- 
panies A and B according to their respective equities in the old companies. 
At March 31, 1929, the preferred stockholders of the old companies had not 
exchanged any of their stock for company C preferred, and 20 per cent. and 
10 per cent. of the common stockholders of companies A and B, respectively, 
had not turned in their stock for exchange. 
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Federal income-tax returns for 1929 will be made upon a consolidated basis. 

Dividends on the preferred stock of companies A and B were paid to Decem- 
ber 31, 1928, and are guaranteed by company C to April 1, 1929. y 

Prepare a consolidated balance-sheet as at March 31, 1929, "giving effect 
to the acquisition of companies A and B by company C and to the transactions 
described. 


Solution: 
The following adjusting entries refer to working papers on page 60: 
Explanatory adjusting entries 


(1) 
PORE COI oi. 6 os tov cdavesn ceeds $ 19,800 
Reserve for depreciation— 
US sn Me ole oe a's ca 8 cls olin ee $ 3,450 
Machinery and equipment.................. 16,350 


To set aside depreciation for the three-months’ 
period ended March 31, 1929: 


Rate per Deprecia- 


Kind Sound value annum ation 
Buildings— 
Co.A......... 8 Gene 2¢ $ 3,000 
2 Se 90,000 2% 450 
Total....... $ 690,000 22% $ 3,450 


Machinery and 


equipment 
Co.A......... § FGGed 69 $ 13,500 
ea 190,000 6% 2,850 
Total .... $1,090,000 6% $ 16,350 
(2) 
ee ee ade oy oid Concern ek Co ee 1,425,000 
Eo oe wie Fae See 75,000 
SE CIE i nen een sian eee wes 1,500,000 
To record the bonds to be sold by company C 
at 95. 
(3) 
Bonds—8%....... Ee a are ee 1,000,000 
RR x ok idan eae ie Pere re 1,000,000 


To record the proposed retirement of 8% bonds 
outstanding: 


Company A...... Ree y eine ae $ 880,000 
i errr eee 120,000 


Eo oe ook oe canes aA enee . $1,000,000 
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(4) 
Construction fund (deposited with trustee)........ 


deposited with trustee. 


(S) 


Capital stock preferred—6% cumulative 
panies A and B) 


Capital stock preferred 


(com- 


To record the proposed exchange of 
the preferred stock of companies A and 
B for preferred stock of company C 
on a basis of share for share: 


SS Serer eer eer ee $400,000 
Company B 50,000 
(oe $450,000 


Goodwill 


Surplus—companies A and B 


companies A and B 
company C (12,000 shares 
of a par value of $100 each) 


To record the proposed exchange of common 


Capital stock common 
Capital stock common 


stock of company C for the common stock of 


companies A and B. 


“J 


Profit 
Surplus — 
To transfer profit for period ended March 31 
1929, to surplus. 


(A) 
Surplus (income taxes). ....... 
Reserve for federal income taxes 
To set up reserve for federal income taxes on 
earnings to March 31, 1929 ($105,200 12 = 
$12,624). 


(9) 
Surplus (dividends) 
Dividends payable erry 
To set up dividends on preferred stock as at 
March 31, 1929. 
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$400,000 
$ 400,000 

450,000 
450,000 

200,000 

136,000 

864,000 
1,200,000 

105,200 
105,200 

12,624 
12,624 

6,750 
6,750 
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COMPANY C AND SUBSIDIARIES, COMPANIES A AND B 
Consolidated balance-sheet, March 31, 1929 


After giving effect to the acquisition of companies A and B; the sale of 
$1,500,000 bonds at 95, the application of the proceeds to retire the 8% bonds 
outstanding and to create a construction fund of $400,000; the exchange of 
preferred stock of company C, share for share, for the preferred stock of 
companies A and B; and the issuance of 12,000 shares of common stock (par 
$100) of company C for the common stock of companies A and B. 





Assets 
Current assets: 
ee RS a ae y a 85,000 
PIRCOUUEE SOCEEVEDIS . goo onc sce cece cece 263,000 
EE EPEC ED re opets 550,000 
- — $ 898,000 
Construction fund (deposited with trustee). . . : 400,000 
Capital assets: 
re Raa ae iaotsict ee $ 60,000 
EE a 
Less: Reserve for depreciation....... 3,450 
- 686,550 
Machinery and equipment.......... $1,090,000 
Less: Reserve for depreciation....... 16,350 1,073,650 
- —— 1,820,200 
Deferred charges: 
Bond discount......... . Ts for 75,000 
| ; a . a ecb lara 200,000 
$3,393,200 
Liabilities and net worth 
Current liabilities: 
Accounts payable—trade........ ree coce @ 355088 
rr 6,750 
————- $ 144,750 
Reserve for federal incomes taxes................. 12,624 
NE 5 vin, warn wari ae dak: wld diel aeein aa 1,500,000 
Net worth: 
Capital stock— 
Preferred—4,500 shares of a par 
value of $100 each........ .... $ 450,000 
Common—12,000 shares of a par 
value of $100 each............. 1,200,000 
—- - $1,650,000 
SN nid aad wah: ae eee ea hee aw eee 85,826 
—- 1,735,826 


$3,393,200 
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No. 2 (20 points): 

Company A, an old established concern, wished to merge with and even- 
tually acquire control of company B, a relatively new enterprise (incorporated, 
1922). 

The status of these companies at December 31, 1927, was: 

Company A 


Preferred stock—6% A at me re $10,000,000 

Common stock—920,000 shares (par value $50) ; te 46,000,000 

Surplus eee 17,600,000 
Company B 

Preferred stock—6% iteueaies $25,000,000 

Common stock—230,000 shares (par value $100) 23,000,000 

Surplus ; 4,700,000 


No intangible assets were included in the accounts of either company. 

The preferred stock of company A was unchanged during the period from 
1922 to date: the common stock outstanding was 700,000 shares in 1923, 
750,000 in 1924 and 1925, 800,000 in 1926 and 920,000 shares in 1927. 

The stock of company B, preferred and common, had not varied since 1922. 

The profits were as follows: 


Companies 


1923 $5,320,000 $1,760,000 
1924 5,780,000 2,340,000 
1925 6,400,000 3,100,000 
1926 ' 6,700,000 3,750,000 
1927 7,900,000 4,080,000 


It was proposed that company A should issue additional stock, preferred 
and common, and offer, for the preferred stock of B, preferred stock of A, 
share for share; and, for one share of common stock of B, one-half share pre- 
ferred stock of A and one share of common stock of A. 

[he market prices, December 31, 1927, were: 


A B 
Preferred ; > 98 
Common 98 146 


Compare the value of one share of B common stock with that of one share 
of common and one-half share preferred of A on the following bases: 


(1) Profits. 
) Assets at December 31, 1927. 
) Market quotations. 
) The indicated trend of profits, taking into consideration the fact that 
company B had been more recently established and had passed through 
a period of rapidly increasing profit. 
Disregard goodwill in the solution of this problem.) 


( 


3 


1) Comparison as to profits: 

The problem does not state whether the increase in the number of shares of 
common stock of company A was due to sales of the additional stock, or whether 
it was due to payments of stock dividends, or both. Because of this uncer- 
tainty the profits of company A are distributed (a) on the basis of the amount 
of common stock outstanding each year, and (b) on the basis of the amount 
of such stock outstanding at the time of the proposed acquisition of company 
B. 

It will be seen from the following computations that the average profits of 
company A available to one share of common stock and one-half share of 
preferred stock during the past five years are considerably in excess of the 
average profits of company B available to one share of its common stock. 
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Company A 


(a) Based on amount of common stock outstanding: 


Year 


1923 
1924 
1925 
1926 


1927. 


Totals. 


Average. 


Stock 
out- 
standing 
(shares) 
700,000 
750,000 
750,000 
800,000 
920,000 


Profits 
after 
preferred- 
stock 
dividends 


Available 
for 
common- 
stock 
dividends 
per share 


$ 4,720,000.00 $ 6.74 
5,180,000. 00 6.91 
5,800,000 . 00 7.73 
6,100,000 .00 7.63 
7,300,000 . 00 7.93 

$29,100,000.00 $36.94 


$ 5,820,000.0 


0 $ 7.39 


(b) Based on 920,000 shares of common stock: 


Year 
1923 
1924 
1925 
1926 
1927 
Totals 


Average 


Year 
1923 
1924 a 
1925 cae 
1926 
ee 
Totals 


Average 


Common 
stock 
out- 
standing 
(shares) 
230,000 
230,000 
230,000 
230,000 
230,000 


Profits 
after 
preferred- 
stock 
dividends 


Available 
for 
common- 
stock 
dividends 
per share 


$ 4,720,000.00 $5.13 
5,180,000 . 00 5.63 
5,800,000 . 00 6.30 
6,100,000 . 00 6.63 


7,300,000 . 00 7.93 


$29,100,000 . 00 


$31.62 


$ 5,820,000.00 $ 6.32 
Company B 
Available 
Profits for 
after common- 
preferred- stock 
stock dividends 


dividends 


$ 260,000.00 


840,000 . ( 

,600,000 . ( 
250,000 . ( 
580,000 


Nm Ne 


39,000 . ¢ 
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$ 7,5 
$ 1,506,000 .00 


per share 


$ 1.13 
0 3.65 
0 6.96 
0 9.78 
00 11.22 
0 $32.74 

$ 6.55 


Preferred- 
stock 
dividends 


per share Together 


$ 3.00 


Ss 


. 


OW w WwW 


00 
00 
$15.00 
$ 3.00 


Preferred- 
stock 
dividends 


per share Together 
$ 8.13 
8.63 
9.30 
9.63 
10.93 


$ 3.00 
3.00 
00 


a 
3.00 
3.00 


$ 3.00 


$ 9.74 
9.91 
10.73 
10.63 
10.93 
$51.94 
$10.39 


$ 9.32 
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(2) A comparison as to assets at December 31, 1927, shows: 
Company A 





Common stock.............. emer pane ..... $46,000,000 .00 
Surplus, December 31, 1927 . .,..... ...c0csscaecen 17,600,000 .00 
Book value of common stock. . . eee Pe $63,600,000 . 00 





Book value per share (920,000 shares out- 


standing)....... eee, Coe re ; $ 69.13 
Preferred stock. faa ee renee, $10,000,000 .00 


One half of this amount....... ages ae 5,000,000 . 00 


Book value of one-half share of preferred stock 


(100,000 shares outstanding).............. 50.00 
Assets represented by 1 share common and % 
share preferred stock eer: ’ be $119.13 


Company B 


Common stock. . cue Saaee a $23,000,000 .00 
BR: os acacia 4,700,000 . 00 
Book value of common stock. . a $27,700,000 .00 


Book value per share (230,000 shares outstanding). . .. $120.43 


(3) Comparison as to market quotations: 
Company A 


Common stock per share. . . oer a ee ad ... §$ 98.00 
Preferred stock per % share ans 51.00 


Total....... ou de $149.00 


Company B 


Common stock per share peaonda eee ; . $146.00 


(4) Comparison as to indicated trend of profits. Per cent. of increase in 
profits per unit over those of previous year: 
Company A 


Considering On basis 

change in of 920,000 

outstanding shares of 

Year common stock common stock Company B 

9936... 1.75% 6.15% 123.01% 
ae ; 8.27 7.76 90.69 
1926 .93* $.% 40.52 
1927 ree 2.82 13.50 14.72 


* Decrease. 

While the profits of company B have increased at a more rapid rate both 
as to amount and rate per share than those of company A, it will be seen from 
the foregoing comparison that the rate of increase in profits over those of the 
previous year of company B has diminished considerably, while in the case of 
company A a more or less steady growth has occurred. 
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SOLUTION TO ‘‘ TAX AFTER COMMISSION, AND COMMISSION AFTER TAX’’ PROBLEM 


At more or less regular intervals, the various state boards of accountancy see 
fit to include among the examination problems one dealing with the computa- 
tion of ‘‘income tax after commission, and commission after tax,’’ or some 
similar situation. 

Perhaps less frequently, a problem of the same kind is encountered in actual 
practice. 

Usually, the accountant confronted with this problem makes a desperate 
effort to recall some forgotten formula, and finally falls back upon the lengthy 
and laborious trial-and-error method. 

The writer has worked out a method of solution based upon simple per- 
centages, which gives exact results. This method is outlined here. 

Assume the problem to be as follows: 


A corporation has a contract with its manager, whereby he is to receive 
45% of the net income remaining after payment of federal income tax. 
The net income, before payment of tax or commission, is $150,000; how- 
ever, the corporation has included in its accounts charges which are un- 
allowable for income-tax purposes, aggregating $30,000, but these items 
are to be included for purposes of computing the manager’s commission. 
What is the amount of the manager’s commission, and what is the amount 
of the income tax, at the assumed rate of 13°)? 


The method of solution outlined herein can be most easily applied if the prob- 
lem is divided into two parts: first, the computation of commission and tax 
upon the net income, ‘“‘ per books,’’ of $150,000; and, second, the computation 
of reduction of commission and amount of tax upon the unallowable deductions. 
The solution of the first part of the problem is as follows: 


The manager’s commission is 45% of the net income after tax. The net 
income after tax must therefore be 100°. 

As the manager is to receive 45%, the net income after tax and after com- 
mission must be 55%. It is also 87% of the taxable income, since a tax 
of 13% is paid. 

Therefore: 


Percentage 


of net 
Percentage income after 
of taxable tax, before 
income commission 
87 _ or taxable income after tax, equals .... 55.00000 
13 or amount of income tax, equals BA — 8.21839 
100 or taxable income, equals..... ' . 63.21839 
Add manager’s commission ...  45,.00000 
Total, or net income ‘‘per books’”’............. . 108.21839 


And since 108.21839% equals $150,000, the amounts to complete the table 
may be easily computed. 
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The solution of the second part of the problem is as follows: 

The manager’s commission is to be reduced by 45% of the tax on un- 
allowable deductions. Of course, the total tax will be increased also by 
reason of the reduction of manager’s commission. 

Since the manager is to be charged with 45% of the additional tax, the 
amount of the tax must be 100%. 100% isalso 13% of the total taxable 
income. 


Therefore: 

Percentage 

Percentage of the 
of taxable amount of 

income tax 

13 or amount of tax, equals 6c sh eksalee oon 100 .00000 
87 or taxable income after tax, equals................. 669.23076 
100 or taxable income, equals : ...... 769.23076 
Deduct manager’s commission. . . , ....  45.00000 
Remainder, taxable income “per books”’............ 724.23076 


And since 724.23076% equals $30,000, the amounts to complete the 
schedule may easily be computed. 
The problem, computed as above and summarized, is as follows: 


Computation of manager’s share of $150,000, and tax on remainder 


Net income—after tax, before commission..... 100.00000% $138,608.60 
Manager’s commission..... BA As peer. 45 .00000% 62,373.87 





Net income (proportion of taxable income— 
5 eee ee ' ....  55.00000% $ 76,234.73 
Tax (proportion of taxable income—13%)..... 8.21839 11,391.40 


Taxable income (proportion of taxable income— 





ere eee ;' pesky 63.21839% $ 87,626.13 
Add manager’s commission............... .  45.00000% 62,373 .87 
Net income, per books........ re .. 108.21839% 


$150,000 .00 








Computation of deduction from manager’s commission on account of tax 
on unallowable deductions, and tax on such deductions 


Tax (proportion of taxable income—13%)..... 100.00000% $ 4,142.33 
Taxable income—after tax (proportion of taxable 


SI EID so d.5.0.4.0:5:45 64s bes bHemOeRa RE 669 .23076% 27,721.72 





Total taxable income (proportion of taxable in- 





come—100%)................ Ssaselatiocilecielanies 769.23076% $ 31,864.05 
Deduction from manager’s commission........ 45 .00000% 1,864.05 
Unallowable deductions.................. .. 724.23076% $ 30,000.00 
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Consolidation 


Net income, per books 
Add unallowable deductions 


Gross taxable income 
Deduct manager’s commission 


Net taxable income 
Deduct tax—13% 


Gross income. . 
Deduct unallowable deductions 


Final net income 


* This is the amount of reduction of net i 


follows: 


Total 


$150,000 
30,000 


$180,000 
60,509 


$119,490 
15,533 


$103,956 
30,000 


$ 73,956 


00 
00 


00 
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Income Unallowable 


deductions 


$150,000.00 


$30,000 . 00 


$150,000.00 $30,000.00 
62,373.87 1,864.05 


$ 87,626.13 $31,864.05 
11,391.40 4,142.33 


$ 76,234.73 $27,721.72 


30,000 . 00 


$ 76,234.73 $ 2,278.28* 


yn of unallowable deductions, as 


Additional income tax on account of unallowable deducti« 


Less reduction of manager’s commission on account 


Remainder 


San Diego, California. 
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$4,142.33 
1,864.05 


$2,278.28 
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CORPORATE EARNING POWER, by WittiaM L. Crum. Stanford Uni- 
versity Press, Stanford University, California. 342 pages. 


Quite recently we were treated by Lawrence Sloan to a remarkably full and 
detailed analysis of the profits of some five hundred of the principal corperations 
of this country. The data were taken from annual accounts and reports, and 
the statistics, largely dealing with return on invested capital, were free from 
doubt and surmise. 

Now Professor W. L. Crum has attempted, in Corporate Earning Power, to 
analyze corporate profits, not by individual companies but by groups, taking 
his basic figures from the treasury “statistics of income.” 

The labors of Professor Crum have probably been as successful as those of 
anyone could be if confined to the data contained in the treasury reports; 
mechanically the analyses are thorough and clearly set forth, with a wealth of 
diagrams and graphs. It seems a pity that such effort should be spent on such 
poor material. 

In comparing group earning power the feature of value is return on invested 
capital. This is not given in the treasury reports nor in Professor Crum’s book, 
except for 1919-1921 and in so far as the author, by surmise or deduction, esti- 
mates it in some other cases. 

There are comparisons of “‘ profit ratio,’ which means ratio of net profit to 
gross business and is of little value as between groups, since in some lines of 
business the turnover is more rapid and profit ratio lower than in others. 
‘earnings ratios,’’ which are the ratios 
between net profit and, of all conceivable things, total assets of all kinds—not 
total net assets, but total assets. In a business extending long credit and re- 


The author also gives what he calls 


ceiving long credit the total assets do not represent invested capital; assets may 
be represented not by capital but by bonded debt; goodwill may or may not be 
taken up, etc. The apparent assets of insurance companies, banks, stock- 
brokers and some others are principally the assets of their customers. 

There are other defects, not in the work of Professor Crum, but in the statis- 
tics on which his book is built; one of these is the grouping. Finance is made to 
include such incommensurable accounts (for this purpose) as those of life- 
insurance companies on the one hand and those of an investment banker on the 
other; of a stockbroker and of a real-estate mortgage investment corporation. 
The treasury figures were not designed as a basis for analyzing the earning 
power of corporations. 

Even in such a homogeneous business as that of building automobiles there 
are differences of plan that utterly destroy the value of the profit ratio. Some 
builders, like Studebaker, Ford, General Motors, make almost all the parts of 
their product. Others buy most parts, make only a few, and assemble their 
cars. Obviously, the gross business shown by the parts maker and by the 
assembler duplicate the apparent output as compared with the figures for, say, 
Studebaker. 

Professor Crum discovered that the profit ratio for small manufacturers was 
lower than for the larger ones. Of course, the larger manufacturers are in the 
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habit of making everything themselves, while smaller ones usually contribute 
only a limited part of the work on their output. 

Group classification is difficult in any circumstances; only by scrutinizing 
each account can a group be built up that is truly homogeneous. 

A comparison of the standing in earning power of public utilities, as indicated 
by ‘‘ profit ratio,’ appears on page 137; its profit ratio is far greater than that of 
any other group; on page 190 its standing, as indicated by ‘‘earnings ratio”’ is 
given. This time it is the lowest but two, the two poorer being mining (which 
is vitiated by discovery value, depletion, etc.), and agriculture, which is ad- 
mittedly not highly profitable. Chart 55 compares corporate earning power 
on the two bases—" profit ratio”’ and ‘‘earnings ratio.’’ The results are con- 
tradictory. Neither is reliable. 

The best cook can not makea very good omelet with insufficient eggs, and those 
of doubtful quality; Statistics of Income, the treasury annual, gives insufficient 
statistics, and those of doubtful quality for such a purpose as that of Professor 
Crum. He has tortured from them all that they can give; his work has been 
careful and patient. May he find some better data to work on. 

F. W. THORNTON. 


CALIFORNIA TAX LAWS OF 1929, by NorMan LoyaLL MCLAREN and 
VINCENTK. BuTLER, JR. Walker's Manual, Inc.,SanFrancisco. 376pages. 


In the enactment of new and comprehensive tax laws and the publication of a 
new and comprehensive book on state taxation, it is believed that two records 
have been broken. One in tax legislation by the state of California and one in 
the publication of a book on the new tax laws. 

California needed new tax laws very badly. This much can be conceded 
because residents and non-residents alike have sought for many years, by legal 
and illegal means, to avoid and evade the unfair taxes which were supposed to 
be paid under the old laws. Those of us who were familiar with the old laws 
almost despaired of any comprehensive revision within a reasonable time, but a 
good start has been made and it now appears that California taxpayers will 
not have so many grievances. 

The new laws are attributable to the California tax commission which has 
been investigating the state’s fiscal and tax system. Fortunately for the state, 
the commissioner retained as its advisor Dr. Robert Murray Haig of Columbia 
University, whose accomplishments in New York and elsewhere admirably 
fitted him for the task. 

With equal intelligence the state has selected for its first franchise-tax com- 
missioner Reynold E. Blight. The preparation of regulations and the adminis- 
tration of a tax law based on net income are so important to the business world 
that the selection of a certified public accountant as the first commissioner may 
be looked upon as a compliment to and a deserved recognition of the part 
which professional accountants have taken in tax matters during the last 
twenty years. 

In order to have new tax laws it was necessary to change the state constitu- 
tion. Appropriate amendments were approved November 6, 1928. In the 
incredibly short time of four months the legislature passed the bills which were 
enacted into law on March 1 and March 2, 1929. 
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The purport of the two new revenue acts is stated by the authors of California 
Tax Laws of 1929 as follows: 

‘The bank and corporation franchise-tax act changes completely the method 
of taxing state and national banks, and financial, mercantile, manufacturing, 
and business corporations; and the intangible-tax law contains changed pro- 
visions and preferential rates for the county levy upon the securities and solvent 
credits that come within the class of taxable intangibles.”’ 


It isa noteworthy achievement that a book dealing with both of the new laws, 
and, what is more, dealing with them in an adequate and intelligent manner, 
should be published within about sixty days after the new measures became 
law. 

January 1, 1928, was made the basic or effective date when the new laws took 
effect. Returns for the calendar year 1928 were due May 15, 1929. This 
procedure repeated the vicious federal practice of making a tax law retroactive 
to an inconvenient date. The authors assume, however, that satisfactory 
extensions of time for the filing of returns will be granted and that the new 
rates and the fair treatment of taxpayers will reconcile everyone to the trouble 
and expense of preparing returns in a hurry. 

The authors have pointed out so many defects in the new laws that I shall not 
attempt to comment on their good or bad features, because when defects are 
recognized it is not worth while to enlarge upon them. 

Some of the major defects in the laws are similar to those which may be found 
in the franchise-tax laws of other states, and if the history of the New York 
state law is to be taken as a precedent it will not be as easy as the authors 
predict to bring about changes. 

For instance, in California, as in New York, there is no limitation period on 
additional assessments. In this particular, with all its imperfections, the 
federal law is superior. 

Many citizens of other states spend part of each year in California and many 
companies incorporated in other states do business in California. The new 
laws affect all individuals and corporations that own property or do business in 
the state. Obviously all who prepare California tax returns for themselves or 
others should familiarize themselves with the provisions of the new laws and 
particularly with those provisions about which there may be reasonable doubts. 
A hurried reading convinces me that all who are affected by the new laws 
should have the book readily available. In federal income-tax matters 
disputed questions of constitutionality and interpretation have occupied many 
years of litigation, and in thousands of cases the statute of limitations has run 
against taxpayers who did not discover their rights to refunds until it was too 
late. It should be assumed that sooner or later California will fix a limitation 
period on claims for refund. It, therefore, becomes important to taxpayers 
that they protect themselves against all the doubtful points which will be 
decided against them pending authoritative court decisions. 

Heretofore native Californians (who hail from every state in the union) while 
loud in their praises of the natural advantages of their state, have vigorously 
protested against its confiscatory tax on intangible property, principally stocks 
of corporations organized in other states. Many citizens have used devious 
and curious methods to escape this tax. One of the popular methods was to 
divest oneself of one’s property and become a beneficiary under a trust deed. 
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This and other methods are discussed in the book, and the authors express their 
opinion regarding the effect of the new law on the various avoidance schemes of 
the past. 

One of the most troublesome problems in all franchise taxes is the allocation 
of real and personal property, sales and profits between the state of the tax- 
payers’ domicile and foreign states. Copious references are made tothe statutes 
and practices in other states. The subject receives almost more attention than 
any other, and forms a valuable addition to the literature dealing with many 
unsettled problems of this nature. 

Another subject which is of general interest is the right of a state indirectly to 
tax income from federal bonds and to tax similar so-called exempt income. 
This subject is unusually well handled. Plentiful references are made to recent 
state and federal court decisions. 

As a whole, California Tax Laws of 1929 is a fine book and should be in the 
hands of every person liable to taxation in California. 

The contest is now on between Florida and California. If California makes 
most or all of the changes in the new laws which are suggested by the authors 
another advantage will be added to its natural advantages which almost per- 
suades one to move there forthwith. If the state tinkers with its laws every 
year and makes them more complicated and more onerous to taxpayers, as has 
been the case with federal laws since 1913, we of the east will not cast longing 
eyes on the Pacific, but will stick to Florida as our tax haven. 

The authors are to be commended for doing a hard job quickly and well. 

RoBpert H. MONTGOMERY. 


MANUFACTURING COSTS AND ACCOUNTS, by A. HAMILTON CHURCH. 
McGraw-Hill Book Co., Inc., New York. 516 pages. 

Manufacturing Costs and Accounts is intended for students and is a revised 
edition which followed seven reprints since its first appearance in 1917. This 
record speaks for itself. A clear and orderly presentation of the subject pre- 
vails throughout the book and forms and diagrams give material aid to com- 
plete understanding of the text. Each chapter is followed by a set of questions 
that serve to test the student’s understanding of the argument and fix it in his 
memory. 

The author lays great stress upon adequate depart mentalization for the pur- 
pose of burden distribution; upon the relative importance of supplying foremen, 
superintendent and financial management with “red hot’’ data; upon the shop 
being the proper place in which to elaborate and use manufacturing detail; 
upon the application of the principle of exceptions, etc., all of which are of the 
utmost importance in any accounting system. The book is adequately in- 
dexed and cross-indexed. 

The subject is treated as a continuous process of detailed cost finding. - A 
chapter is, however, devoted to ‘Recent modifications of costing methods” 
wherein the claims made for predetermined costs are dealt with. 

The author concedes that the newer systems contain germs of promise but 
still prefers adherence to conservative ways and maintains that most of the ad- 
vantages claimed for the newer methods can also be reaped from the older. 
He objects to the usual lack, under the new systems, of data concerning the cost 
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of individual unfinished jobs that form part of work in process and claims for 
his methods greater accuracy in the distribution of burden. 

This is not the place for lengthy discussion, but it may not be amiss to point 
here to the use of words like “‘exact,’’ “actual,” ‘“accurate’’ in comparing the 
merits of accounting processes. These words ordinarily ccnvey a meaning 
somewhat different from what is meant by them in accountancy and most 
distributions and applications being necessarily arbitrary, accuracy or actuality 
of cost or other data based thereon is often subject to reservation. One sen- 
sible method of cost finding would, therefore, seem about as serviceable as 
another and the ultimate choice must in each case depend upon exigencies and 
requirements. 

The recent gradual departure from conservative methods seems to have its 
cause not so much in the work and expense involved as in the circumstance that 
with greater clerical effort no higher degree of accuracy is attained. Mainly 
for this reason is preference given to a judicious estimate in advance over a 
continuous calculation along the more conventional lines. 

With reference to the inclusion of interest in costs—for which the author 
shows preference—it seems that he might have elaborated a little upon valid 
reasons why in the opinion of other good authority it should not be in- 
cluded. 

But whatever the importance to the student that he realize as soon as pos- 
sible the limitations and the controversial features of his subject, the theories 
and procedure set forth in the book are certainly an important part of what he 
should know, and they form the basis of a proper understanding of modern 
tendencies in cost accounting. 

In passing, the reviewer wants to register his preference for recording pay- 
ments or accruals of ascertainable rents, taxes, insurance, etc., in accounts 
called “ prepaid”’ or ‘‘accrued”’ rentals, taxes, etc., rather than using the terms 
“suspense”’ or “‘reserve"’ to designate their status, fully realizing and admitting 
that the term ‘‘prepaid”’ is also far from precise. It seems to him better to 
draw a sharper dividing line between reserves and liabilities also in the ter- 
minology. 

This book is of decided value to students and instructors. 

A. VAN Oss. 


PACKINGHOUSE ACCOUNTING, prepared by the committee on account- 
ing of the Institute of American Meat Packers. Revised and edited by 
HOWARD C. GREER. University of Chicago Press, Chicago. 404 pages. 


Packinghouse Accounting, prepared by a committee of accountants repre- 
sentative of the packing industry and edited by the director of the department 
of organization and accounting of the Institute of American Meat Packers, is a 
very valuable contribution to the literature of accounting as related to the meat- 
packing industry—one of the largest and most important industries in the 
United States. The volume goes into detail regarding the methods employed 
to determine results of operations, explaining the difficulties that packing- 
house accountants have to contend with to obtain accurate results and prompt 
and regular returns. 
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As a review of the system of accounting employed in the large packinghouses 
at the present time the volume should be read and studied carefully by packing- 
house executives and accountants with a view to further simplification and im- 
provements in the system. 

D. D. F. MACKENZIE. 


FEDERAL INCOME AND ESTATE-TAX LAWS (correlated and an- 
notated), by WALTER E. BARTON and CARROLL W. BROWNING. John 
Byrne & Co., Washington, D.C. 766 pages. 

In drafting the 1928 act, congress, in the interest of simplification, changed 
the section numbers of the law. In the four preceding acts of 1926, 1924, 1921 
_.and 1918, the same section numbers were of like purport. As a result of these 
changes tax practitioners were obliged to memorize the new numbers as well as 
the section numbers formerly used. The old numbers had become a mental 
habit, and considerable time was formerly saved because one having a question 
in mind involving a point of law had no difficulty in finding the particular 
paragraph appertaining to the subject in the preceding laws as well as the 
current one. 

The book which is the subject of this review, Federal Income and Estate-tax 
Laws, solves the problem and will be the means of saving much time, as 
Messrs. Barton and Browning have foreseen the dilemma. Their book sets in 
parallel columns all the sections of the 1928 act and those of like purport of 
former acts. 

It was a contribution of great importance that these men made in former 
years, but I feel that the 1929 edition (the fourth of the series) is absolutely 
essential to the busy attorney or accountant who is still obliged to delve into the 
mass of laws that affect the taxpayer’s position before the government. 

This edition, as is true of the others, sets forth, section by section, the act of 
1928, and in parallel columns the acts of 1926, 1924, 1921, 1918 and 1917. As 
the several acts comprehended in this volume cover the entire history of federal 
income taxes with which the tax practitioner must deal in these later years, the 
value of the book as a reference must, of necessity, appeal to all concerned. 

At the top of each page is set forth that with which the sections contained 
therein are concerned. For example, at the top of page 219 is the caption 
; at the top of page 43, the caption “ De- 


“‘ Basis for depreciation and depletion’ 
duction for ordinary and necessary expenses.’’ Thus, through the book will 
be found captions that will be helpful to those who do not remember the num- 
bers of the sections that treat of the particular features of the laws in which the 
reader is interested. 

In addition to federal income taxes, the book deals with federal estate-tax 
laws in the same efficient manner. 

Do you wish to compare the several acts to determine when a claim for refund 
may be made for any given year? This volume reveals the law upon the sub- 
ject, as well as the law for any other year. 

The book is comprehensively indexed so that any desired information is 
readily accessible. This work should be in the library of everyone who deals 
with the laws of which it treats. 

STEPHEN G. RuSsK. 
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STATE BANKS AND THE FEDERAL RESERVE SYSTEM, by CHarLEs 
S. Trprets. D. Van Nostrand Company, Inc., New York. 393 pages. 

State Banks and the Federal Reserve System is an exhaustive treatise on 
membership in the federal reserve system and a very interesting compilation 
of incidents, facts and changes in the banking laws which induced state banks 
to become members of or to withdraw from the federal reserve system. 

The preface, dated March 6, 1926, deals with events that took place in 
1928 and gives credit to a great many contributors of information used by 
the author. 

The introduction reads like a criticism of our banking system and points 
out that only one third of all the banks are members of the federal reserve 
bank, while in another part of the book the fact that over 60 per cent. of the 
banks’ resources are controlled by the federal reserve system is mentioned. 
Of the banks which did not join, some are prevented by state laws and many 
are ineligible or do not conduct a commercial banking business which would 
make them useful members of the system. The tirade on the banking history 
of the last eight years is deplorable, since the statement, ‘‘One-sixth of all 
the banks in existence in this country in 1920 have suspended operations,”’ 
should have been augmented by an indication of the capital and resources 
controlled by such banks. Too many of our college professors condemn 
everything that is American and create the impression abroad that our 
banking and business conditions are lamentable. 

The first twelve chapters, covering 256 pages, are dry reading of statistical 
information gathered from many sources, and it is a pity that the author had 
to refer to those sources by 377 footnotes, which impede the progress of the 
reader. All told, there are 514 footnotes, mostly references to the source of 
information, while some that should have formed part of the text extend over 
two or even three pages. 

Then follows interesting reading matter on the par collection problem, 
branch banking, the McFadden bank act and the conclusion of the author, 
which, however, lets the reader form his own conclusions. 

The index, of about six pages, is poorly prepared and double reference is 
lacking. 

Every student of economics will be interested in the incidents related and 
the data compiled referring to the increase and decrease in the membership of 
state banks in the federal reserve system, but the author creates the impression 
that he is displeased with our banking system and leans towards the state 
banks which kept out of the system or were not admitted. 

CHRISTIAN Dyorvup. 
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